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Wisconsin’s Privilege Dividend Tax Law 


Mr. Harry Slater is 
Chairman of the Wisconsin 
Board of Tax Apbpeals, 
consequently he is ex- 
tremely well informed on 
the “inside story’ of this 
much discussed state tax- 
ing statute. The state leg- 
islature having tagged the 
receipts from this tax for 
“rehabilitation for veterans 
of World War II” does 
credit to Mr. Slater’s pro- 
gressive state, 





HE PRIVILEGE dividend tax law of the state 
of Wisconsin acquired its official existence on 
September 26, 1935,’ following several years of 
receding tax revenues. This fact prompted the legis- 
lature to supplement the tax structure of the state. 

From the date of its enactment to its latest visit to 
the United States Supreme Court, May 29, 1944, The 
Wisconsin privilege dividend tax law has _ been 
made the subject of frequent legal attacks. Shortly 
after it became law the privilege dividend tax was 
challenged in court. Now, barely nine years old, it 
has completed several journeys to the Wisconsin 
supreme court, and on two occasions, December, 1940, 
and May, 1944, was before the United States Supreme 
Court, where its validity was examined in the light 
of the provisions of the state and federal constitutions.? 
Because of these litigatory episodes in its brief life, 
and since it is unique in that Wisconsin is the only 
state in the nation having this particular type of tax 
law,® it is interesting to learn a few of the more sig- 
nificant details as they pertain to the legal encounters 
of this act, the manner of its administration, and 
finally the financial contributions which it has made 
and is making to Wisconsin’s fiscal receipts. 

Chapter 505, Laws of 1935, section 3. This section was codified 
as section 71.61 of the Wisconsin statutes by chapter 490, Laws, 
1943. 

2 Elmer E. Barlow, etc. v. J. C. Penney, 311 U. S. 435 (1940). 
Companion cases decided by the U. S. Supreme Court May 29, 1944; 
International Harvester Co. v. Department of Taxation, No. 620, 
October Term, 1943, and Minnesota Mining & Manufacturing UCo., 
No. 621, October Term, 1943. 

* Section 71.61, Wisconsin statutes provides: 

““(1) For the privilege of declaring and receiving dividends, out 
of income derived from property located and business transacted 
in this state, there is hereby imposed a tax equal to 3 per cent 
of the amount of such dividends declared and paid by all corpora- 
tions (foreign and local), except those specified in section 71.05 
(1) (d) and (g) of the statutes, after September 26, 1935 and prior 
to July 1, 1945. Such tax shall be deducted and withheld from such 
dividends payable to residents and nonresidents by the payor cor- 
poration. 

**(2) Every corporation required to deduct and withhold any tax 
under this section shall, on or before the last day of the month 
following the payment of the dividend, make return thereof and 
pay the tax to the department of taxation, reporting such tax on 
the forms to be prescribed by the department of taxation. 
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By HARRY SLATER 


In the 1935 legislative session there appeared con- 
siderable agitation for the enactment of a supple- 
mental tax that would raise additional revenue and at 
the same time not impose a too severe tax hardship 
on those already bearing as much of the state tax 
responsibility as appeared economically sound. Ways 
and means of enacting a new tax were fruitfully ex- 
plored. Finally, it was decided that a tax for the 
exercise of the privilege of declaring dividends would 
produce additional revenue,* and offer some compen- 
sation to the state of Wisconsin for permitting the 
deduction of dividends received from domestic corpo- 
rations by Wisconsin residents in their computation 
of taxable net income.® 


One of the basic reasons for the enactment of the 
privilege dividend tax law was discussed by the 
United States Supreme Court in J. C. Penney Com- 
pany ® at the time the court considered its constitu- 
tionality. Justice Frankfurter, in summarizing the 
factors leading to the passage of the law, explained: 


“As pressures for new revenues become more and more 
insistent, ways and means of meeting them present to a state 
not only the baffling task of tapping fresh sources of revenue 
but of doing so with due regard to a state’s existing taxing 
system. The tax now assailed gains nourishing significance 
when placed in the context of the Wisconsin taxing system 
of which it became a part. Wisconsin relied heavily upon taxa- 
tion of incomes and largely looked to this source to meet the 
increasing demands of the depression years. Buta special Wis- 
consin feature was exemption of dividends from personal taxa- 
tion. See Welch v. Henry, 355 U. S. 134, 142-43. This exemption 
persisted while regular and surtax rates against personal in- 
comes were raised. Attempts at relief from the unfairness 
charged against this exemption of dividends, particularly ad- 
vantageous to the higher brackets, were steadily pressed before 
the Wisconsin Legislature. To relieve local earnings of foreign 
corporations from a dividend tax would have had a depressive 
effect on wholly local enterprises. The Privilege Dividend Tax 


“*(3) Every such corporation hereby made liable for such tax, 
shall deduct the amount of such tax from the dividends so declared. 

“*(4) In the case of corporations doing business within and with- 
out the state of Wisconsin, such tax shall apply only to dividends 
declared and paid out of income derived from business transacted 
and property located within the state of Wisconsin. The amount 
of income attributable to this state shall be computed in accordance 
with the provisions of chapter 71. In the absence of proof to the 
contrary, such dividends shall be presumed to have been paid out 
of earnings of such corporation attributable to Wisconsin under the 
provisions of chapter 71, for the year immediately preceding the 
payment of such dividend. If a corporation had a loss for the year 
prior to the payment of the dividend, the department of taxation 
shall upon application, determine the portion of such dividend paid 
out of corporate surplus and undivided profits derived from business 
transacted and property located within the state. 


‘*(6) The provisions of this section shall not apply to dividends 
declared and paid by a corporation out of its income which it has 
reported for taxation under the provisions of chapter 71, to the 
extent that the business of such corporation consists in the receipts 
of dividends from which a privilege dividend tax has been deducted 
and withheld in the distribution thereof to its stockholders. Divi- 
dends paid by a subsidiary corporation to a parent corporation, 
both of which corporations are organized under the laws of Wis- 
consin, shall not be subject to the tax herein imposed, provided the 
subsidiary and its parent report their income for taxation under 
the provisions of chapter 71 on a consolidated income return basis, 
or both corporations report separately.’’ 
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was devised to reduce at least in part the state’s revenue losses 
due to dividend exemptions, and also to equalize the burdens 
on all Wisconsin earnings, regardless of the formal home of 
the corporation. 

It was discovered shortly after Chapter 505, Laws 
of 1935, became law that the privilege dividend tax 
statute contained some phraseology which was at 
variance with the language actually intended by the 
framers of the law. As originally passed, the act 
declared that a corporation which exercised the 
privilege of declaring dividends out of income derived 
from earnings or property located and business trans- 
acted in the state of Wisconsin was required to pay a 
tax equal to 2% per cent of the amount of such divi- 
dends declared or paid. This provision was made 
applicable to foreign and Wisconsin corporations 
alike, and the amount of the tax was to be deducted 
from dividends payable to both resident and non- 
resident stockholders of the payor corporation.” The 
use of the word “or” between the words “declared” 
and “paid” was considered to be incongruous and 
subject to construction. 

Therefore, less than two weeks subsequent to the 
effective date of chapter 505, supra, a new act was 
passed. This statute changed the phraseology 
employed in the prior chapter in several material 
respects. Whereas the first enactment provided that 
the tax was to be imposed upon dividends declared or 
paid, the second enactment (published October 8, 
1935) imposed the tax upon dividends declared and 
paid. Another modification in the language contained 
in chapter 505, supra, related to the exemption of 
certain specified corporations from the application of 
the privilege dividend tax law. Chapter 505 (section 
3, subsection 6) provided in substance that the pro- 
visions of the privilege dividend tax law were not 
applicable to those dividends “declared and paid” by 
a Wisconsin corporation out of its income which it 
reported for taxation, if the business of such corpo- 
ration consisted “in the receipt of dividends and the 
distribution thereof to stockholders.” Chapter 552, 
supra, eliminated part of that declaration and inserted 
in its stead these phrases italicized: “to the extent 
that the business of such corporation consists in the 
receipts of dividends from which a privilege dividend 
tax has been deducted and withheld and the distribution 
thereof to its stockholders.” 


First Court Test of the Act 


As was previously noted, immediately following 
the amendment of the privilege dividend tax law the 
act faced its first legal test.2 On October 23, 1935, a 
taxpayer (Froedtert Grain and Malting Company) 
affected by the provisions of the law requested leave 
of the Wisconsin supreme court to institute an action 
in which it sought declaratory relief from the appli- 
cation of this tax statute. The court granted the 





‘For an interesting account of the reasons prompting the enact- 
ment of the law as reported through press clippings of that period, 
please refer to the files of the Wisconsin Legislative Reference 
Library, State Capitol, Madison. 

_° Section 71.04 (4), Wisconsin statutes, which specifies the deduc- 
tions allowed to individuals, declares in part: 

“The principal business of the corporation must be attributable 
to Wisconsin and for the purpose of this subsection any corporation 
shall be considered as having its principal business attributable to 
Wisconsin if fifty per cent or more of the entire net income or loss 
of such corporation after adjustment for tax purposes (for the year 
preceding the payment of such dividends) was used in computing 
the average taxable income provided by chapter 71,....” 

* Elmer E. Barlow, etc. v. J. C. Penney, 311 U.S. 435. 

‘ Chapter 505, supra. 

* Chapter 552, Laws of 1935. 

* State ex rel. Froedtert Grain and Malting Co., Inc. v. Tax Com- 
mission, 265 N. W. 672, 221 Wis. 225. 
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request, and an original action was instituted in the 
state supreme court. The interested parties to the 
suit agreed that the court might render judgment 
without further pleadings, relying entirely upon the 
allegations of fact which were contained in the peti- 
tion that was filed when the action was commenced. 
This was done so as to obtain a speedy ruling and 
also to permit arrangements with respect to the admin- 
istration of the law to proceed on schedule if it were 
ultimately determined that the statute was a valid 
enactment. 

Fundamentally the legal attack launched against 
the dividend levy was based upon the taxpayer’s con- 
tention that the act impaired the obligation of con- 
tract and that it was discriminatory because the law 
imposed a tax upon stockholders of domestic corpora- 
tions who did not reside in the state of Wisconsin. 
Many thousands of resident and nonresident stock- 
holders were interested in the outcome of this court 
action since the law declared that the stockholders 
were to pay the tax through the agency of the payor 
corporation. 

Because the contentions advanced by opponents of 
the privilege dividend tax law in the Froedtert case, 
supra, formed the basis for subsequent challenges to its 
validity, it is appropriate to summarize here some of 
the arguments presented by the opponents of the tax. 
These arguments were: 

1. That the tax could not be sustained as a privilege 
levy because the privilege sought to be taxed was 
non-existent and because if the law were to be con- 
strued as taxing the receipt of dividends as distin- 
guished from a tax on the privilege of declaring and 
receiving dividends, the mere receipt of dividends 
was not attributable to any privilege granted by Wis- 
consin, nor could it be taxable as a privilege granted 
on the part of the state of Wisconsin. 

2. That as to nonresident stockholders, the privi- 
lege dividend tax law violated the due process clause 
of the federal constitution. 

3. That the law denied to those who were subject 
to the tax the equal protection clauses of the Wiscon- 
sin constitution. 

The state, in urging that the law be declared valid, 
argued that Wisconsin had plenary power to levy a 
tax upon persons, property, and business within its 
jurisdiction, and furthermore that the nature of the 
tax was immaterial, for if the tax could be sustained 
upon any theory the court was duty bound to uphold it. 

On March 3, 1936, the Wisconsin supreme court 
ruled that the privilege dividend tax law was consti- 
tutional. (An opinion was filed May 4, 1936, with 
respect to the denial of a motion for rehearing.) The 
court held that the dividend tax was an excise tax on 
the “transfer of earnings resulting from property 
located or business transacted within this state.” 

Justice Fowler, writing the opinion of the court, 
traced the history of certain types of taxes and held 
untenable the contention advanced by the objectors 
to this tax, namely, that the statute sought to impose 
a privilege tax on something that was not a privilege 
“but a right.” He pointed out: *° 

“* * * Tt is true that some courts and text writers have made 
the broad statement that a privilege tax cannot be imposed on 
the right to own property. Freiberg Co. v. Dawson (D. C.), 274 
Fed. 420, 434; Prof. Beals in 37 Harvard Law Review, 1. This 
may be so in the abstract, but it is not, and never has been so, 
in the concrete. Taxes were early imposed on the right to own 
carriages. They are now universally imposed on the right to 


own automobiles. They are imposed on the right to own dogs. 
The briefs in opposition to the tax are largely beside the case, 





10 See pages 231-232, 221 Wis., supra. 
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because they do not recognize the true nature of the tax. The 
tax is a privilege tax, or an excise tax, qne form of which is a 
tax imposed on the transfer of property. The federal govern- 
ment in its stamp taxes imposes a tax on the right to transfer 
property by deed; it formerly imposed a tax on the right to 
transfer funds in banks by check; it imposes taxes on the trans- 
fer of property by inheritance or will. These taxes are best 
characterized as a tax on the transaction involved. The power 
of the state to impose excise taxes is, under our system of dual 
sovereignty, as broad as the power of the federal government. 
‘ss 2” 


The high court identified the tax as being upon the 
“transaction involved,” and said that the tax was 
imposed on the devolution of income derived from 
the transaction of business within the state of Wis- 
consin. This, it concluded, was a proper subject for 
taxation. Justice Fowler also noted that dividends 
derived from business transacted within the state of 
Wisconsin constituted income derived, and that income 
as used in the statute was “synonymous with earn- 
ings.” The taxpayer’s contention that the statute 1m- 
posed a burden of labor and incidental expense upon 
the corporation since it was charged with the re- 
sponsibility of withholding the tax from the dividend 
was rejected by the court as not bearing upon the 
validity of the law. 

In its opinion on rehearing, the court reiterated that 
the privilege dividend tax was an excise tax. It said: 

“* * * Tf the tax is an excise tax, and we hold that it is, 
it is entirely immaterial upon whom the burden of it ultimately 
falls. In a sales tax it falls, usually at least, upon the purchaser. 
In a stamp tax on deeds it usually falls on the seller. In an 
inheritance tax it falls on the recipient of the property. In the 
stock transfer tax above referred to it probably fell on the 
broker consummating the transfer. In a stamp tax on checks it 
falls on the drawer of the check. In none of the cases is it a 
personal property tax against the person upon whom the bur- 


den of it ultimately falls.” 

Following the decision in the Froedtert case, supra, 
the view was shared by some that the holding of the 
state supreme court with respect to the Wisconsin 
privilege dividend tax law inferred that foreign cor- 
porations might successfully contest the provisions 
of that act in so far as they were affected by its 
declarations: they reasoned that the jurisdiction of 
Wisconsin to tax was limited to the confines of its 
boundaries and that a transaction occurring outside 
of the state could not be taxed; also that foreign cor- 
porations could not be subjected to this tax because 
they claimed that legally the transaction of trans- 
ferring dividends took place in the state where a cor- 
poration was domiciled or in the state under whose 
laws the corporation was incorporated. 


The J. C. Penney Decision 


There was basis for this view as may be seen from 
the decision of the Wisconsin supreme court on January 
16, 1940, concluding that foreign corporations could 
not be brought under the provisions of the privilege 
dividend tax law.’* As a result of the law being de- 
clared inapplicable to foreign corporations, the De- 
partment of Taxation observed that if the decision in 
J. C. Penney became final, the state of Wisconsin 
would be required to refund in excess of a million 
dollars to foreign corporate taxpayers. 

The J. C. Penney case (and its companion cases) 
arose by virtue of the fact that the tax commission 
attempted to collect the tax from out-of-state cor- 
porations by first determining what portion of the 
firm’s total business was done in the state of Wiscon- 
sin and then levying a dividend tax against the firm’s 
declared dividend in the same ratio. The attack on 


11 See page 243, 221 Wis., supra. 
uJ. C. Penney Co. v. Tax Commission, 233 Wis. 286. 
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the dividend levy by out-of-state corporations was 
predicated upon the assertion that the privilege divi- 
dend tax was actually a tax against the stockholder 
and not against the corporation. The objectors to this 
tax law also argued that the state had no legal right 
to levy a tax on out-of-state residents for the privilege 
of receiving dividends from out-of-state corporations, 
The supreme court upheld this challenge to the law 
in a six to one decision; Justice Fowler, who wrote 
the majority opinion in Froedtert, filed a dissenting 
opinion in J. C. Penney, (233 Wis.). 


The Wisconsin supreme court’s ruling was based 
primarily upon a decision rendered by the United 
States Supreme Court in 1938 in the case of a Con- 
necticut company which transacted business in Cali- 
fornia.** In its opinion the court stated that it had 
given the matter thorough and careful consideration 
because of the importance of the question involved 
and the effect that a ruling adverse to the state would 
have upon Wisconsin finances. Justice Rosenberry, 
in writing the majority opinion, stated as follows 
(page 297) : 


“We are strongly urged to affirm the judgment in this case 
because the state treasurer is dependent upon the maintenance 
of the right of the state to tax dividends of foreign corporations 
to the extent that such dividends are derived from earnings 
within the state. The matter of financial exigencies of the 
state, however, afford no justification for the ignoring of a rule 
of law laid down by the United States Supreme Court. The 
state must find its revenues within the field within which its 
taxing power may be exerted as prescribed by the constitu- 
tion and laws of the United States.” 


As a consequence of that decision it was feared 
(according to press reports) that the determination of 
the Supreme Court would be an invitation to Wiscon- 
sin corporations to abandon their domiciles in this 
state, and that it might invite corporations from other 
states to open branches for business in the state of 
Wisconsin. The reasoning behind this view was 
that under the decision in J. C. Penney Co., (233 
Wis.) foreign corporations could do business in the 
state of Wisconsin by the payment of income taxes 
only, while Wisconsin corporations would be required 
to pay both income and dividend taxes." 


On March 26, 1940, the attorney general was directed 
by the governor of the state of Wisconsin to appeal 
the decision of the state supreme court to the United 
States Supreme Court, and on May 20 of that year 
the federal tribunal granted the petition of the state 
of Wisconsin for a review of the decision in J. C. Pen- 
ney, supra (233 Wis.). 


U. S. Supreme Court Reverses Penney Decision 


In December of that year the United States Supreme 
Court upheld the constitutionality of the state’s privi- 
lege dividend tax law. Justice Frankfurter delivered 
the majority opinion of that court in the J. C. Penney 
Company appeal.® Justice Roberts wrote a dissent- 
ing opinion in which Chief Justice Hughes, Justice 
McReynolds, and Justice Reed concurred. 


The majority opinion announced in substance that 
for many years corporations chartered by other states, 
but permitted to carry on business in Wisconsin, were 
subject to a general corporate income tax on earnings 
attributable to their Wisconsin activities and that 


13 Connecticut General Life Ins. Co. v. Johnson, 303 U. S. 77. 

14 See discussion concerning this point in the Milwaukee Journal, 
dated Tuesday, January 16, 1940. 

See also U. S. Glue Co. v. Oak Creek, 247 U. S. 321; 
Typewriter Co. v. Chamberlain, 254 U. S. 113. 


1% State of Wis. Elmer E. Barlow, etc. v. J. C. Penney Company, 
311 U. S. 435. 
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Wisconsin had the power to impose such a tax. Jus- 
tice Frankfurter then pointed out that in the enforce- 
ment of the privilege dividend tax law against foreign 
corporations, the amount of income attributable to 
Wisconsin was calculated according to the same formula 
as that which was employed in the assessment of the 
general corporate income tax paid by such foreign 
corporations. The practical operation of this law was 
thus to “impose an additional tax on corporate earn- 
ings within Wisconsin but to postpone the liability 
for this tax until such earnings are paid out in divi- 
dends.” Summarizing the effect of the law, Justice 
Frankfurter stated that by its general income tax 
Wisconsin taxed corporate income that was taken 
in, and that by the privilege dividend tax of 1935 
Wisconsin “superimposed upon this income tax” a 
tax on corporate income which was “paid out.” 

It is of interest to compare the above quoted state- 
ment with the one made by Justice Fowler, in Froedtert, 
supra, respecting the nature and characteristics of 
the privilege dividend tax law. Justice Fowler said: *® 


“However the legislature may have regarded the tax, we 
have no difficulty in construing the statute as imposing an 
excise Or privilege tax upon the transaction involved of trans- 
ferring the dividends from the corporation to its stockholders.” 


Justice Frankfurter,” in discussing the rationale of 
Connecticut General Life Ins. Company, supra, made 
this comment: 


“Nor does Connecticut General Co. v. Johnson, supra, present 
a barrier against what Wisconsin has done. Its presuppositions 
recognize the scope of the state taxing power we have out- 
lined. * * * In the precise circumstances presented by the 
record it was found that the tax neither in its measure nor in 
its incidence was related to California transactions. Here, on 
the contrary the incidence of the tax as well as its measure 
is tied to earnings which the state of Wisconsin has made 
possible insofar as government is the prerequisite for the fruits 
of civilization. * * *” 


Justice Roberts delivered a rather sharply worded 
dissenting opinion in J. C. Penney, supra (311 U. S.) 
in which he criticized the privilege dividend tax.’® 

On remand from the United States Supreme Court 
the Wisconsin supreme court, speaking through Chief 
Justice Rosenberry (238 Wis. 69), stated: 


“Inasmuch as the legislature expressly declared the tax to 
be for the ‘privilege of declaring and receiving dividends,’ we 
denominated it an excise or privilegetax. * * *, 

“As we understand the law our construction of the state 
statute is conclusive upon the Supreme Court of the United 
States. * * *, If there has been a shifting of labels in this case, 
it was not done by this court. It is perfectly true that the tax 
cannot be sustained as an income tax under the law of this 
State. FF * = 
_ “The only question presented by the record on appeal to the 
Supreme Court of the United States was whether the state had 
jurisdiction to levy the tax. The Supreme Court of the United 
States was not asked to construe the statute. That is a matter 
under the decisions of the Supreme Court of the United States 
which is clearly a function of this court, and we must assume 
that the Supreme Court of the United States made its decision 
in recognition of that fact. While we do not concur in the 


** State ex rel. Froedtert, supra, page 233. 

“ For an interesting discussion on this subject, see 28 Marquette 
Law Review, 1944 (p. 23-30). 

8 Justice Roberts declared: 

“The explanation of the reason and purpose for imposing the 
tax, disclosed in the opinion of the court, serves to condemn it. If 
Wisconsin found that dividend income of stockholders of domestic 
corporations escaped taxation, and should bear it, an effective way 
to reach the dividend receipts of the stockholders of such corpora- 
tions was to place a tax upon the receipt of dividends by them. But 
such a levy upon the stockholders of a foreign corporation, not 
resident within Wisconsin, obviously was impossible although that 
is exactly what was attempted by the statute in question. We are 
Now told that this is not a fair exposition of the law but that, on 
the contrary, and in the teeth of the known facts, what Wisconsin 
did was to lay a supplementary income tax upon foreign corpora- 
tions. This is simply to take the name of a well understood concept 
and assign that name as a label to something which in ordinary 
understanding never fell within such concept. By this process any 
exaction can be tortured into something else and then justified under 
an assumed name.”’ 
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view of the Supreme Court of the United States as to jurisdic- 
tion, we are bound by its decision and we yield to it upon the 
ground stated and upon no other.” 


On June 16, 1943, the state supreme court in two 
cases decided by it upheld the constitutionality of 
the privilege dividend tax law.*® These appeals resulted 
from a new challenge hurled at the validity of the act. 
On the question of whether the tax was unconstitu- 
tionally retroactive, the court divided equally. With 
reference to the retroactivity complaint, the claim 
was made that the method adopted by the Depart- 
ment of Taxation resulted in subjecting Wisconsin 
income credited to surplus to a tax by virtue of a law 
passed years after that income was earned and trans- 
ferred to the surplus account. The controversy on 
this point centered on the fact that the Department 
of Taxation analyzed the taxpayer’s surplus account 
from the date it began business in Wisconsin to 
December 31 of the particular year preceding the one 
in which a dividend was declared. It did so in an effort 
to ascertain what portion of the surplus was attributable 
to income derived from Wisconsin business. Thus the 
department determined each year the proportionate 
contributions of earnings both within and without the 


19 International Harvester Co. v. Dept. of Taxation, 243 Wis. 198; 
Minnesota Mining & Mfg. Co. v. Dept. of Taxation, 243 Wis. 211. 

Justice Wickhem, speaking for the court in International Har- 
vester Co. v. Department of Taxation, supra, briefly reviewed the 
history of litigation which followed the enactment of the privilege 
dividend tax law to June, 1943, when International Harvester Com- 
pany, supra, was decided. He declared as follows: 

“‘The controversy has developed into a battle of words and labels 
and it may be of service to review the litigation and ascertain just 
what has been authoritatively determined. On September 26, 1935, 
the privilege dividend tax went into effect and for purposes of 
reference so much of it as is material here is set forth in the notes. 
The constitutionality and construction of this law was put in issue 
in State ex rel. Froedtert G. € M. Co. v. Tax Comm., supra, and 
this court there held that it levied a tax upon the privilege of trans- 
ferring from the corporation to the stockholders corporate net in- 
come derived from corporate business transacted, or property located 
in Wisconsin. That case involved a Wisconsin corporation, but upon 
rehearing, it was stated without elaborate discussion that the tax 
was constitutional as applied to the dividends of foreign corpora- 
tions. The matter again came before this court in J. C. Penney 
Co. v. Tax Comm., 233 Wis. 286, 289 N. W. 677, and it was there 
held that in its application to a foreign corporation doing business 
in Wisconsin and deriving a portion of its surplus from net earn- 
ings in Wisconsin, the law was an unconstitutional attempt by 
Wisconsin to tax a privilege which it neither gave nor protected, 
and that Wisconsin was consequently without jurisdiction to levy 
the tax. This court relied principally on the case of Connecticut 
General Life Ins. Co. v. Johnson, 303 U. S. 77, 58 Sup. Ct. 436, 82 
L. Ed. 673, where upon facts that appeared to us to be quite indis- 
tinguishable the Supreme Court of the United States had held Cali- 
fornia to be without jurisdiction to levy a privilege tax, and in 
doing so, had said (p. 80): 

‘““*But the limits of the state’s legislative jurisdiction to tax, 
prescribed by the Fourteenth amendment, are to be ascertained by 
reference to the incidence of the tax upon its objects rather than 
the ultimate thrust of the economic benefits and burdens of trans- 
actions within the state.’ 

“Upon appeal to the United States Supreme Court, judgment in 
the Penney case, supra, was reversed by a divided court. It was 
held that the practical operation of the legislation is to impose an 
additional tax upon corporate earnings within Wisconsin, but to 
postpone the liability for this tax until such earnings are paid out 
in dividends. 

‘In a word, by its general income tax Wisconsin taxes corporate 
income that is taken in; by the privilege dividend tax of 1935. 
Wisconsin superimposed upon this income tax a tax on corporate 
income that is paid out.’ Wisconsin v. J. C. Penney Ca., 311 U. S. 
435, 442, 61 Sup. Ct. 246, 85 L. Ed. 267.’’ 

Chief Justice Stone, in International Harvester, supra, (No, 620, 
October Term, 1943), summarized the views expressed by the Wis- 
consin Supreme Court in cases decided by that tribunal subsequent 
to the decision in the Penney case, supra, (311 U. S.). He said: 

“Since our decision in the Penney case, the Wisconsin Supreme 
Court has said, in both the Penney case on remand, 238 Wis. 69, 
72-73, and in the International Harvester case below, 243 Wis. 198, 
204-206, that under the Wisconsin constitution, the state has no 
power to lay an income tax on citizens of other states, who are 
not doing business in Wisconsin, and that the tax is not on the 
income of the corporation. And in Wisconsin Gas Co. v. Wisconsin 
Dept. of Taxation, 243 Wis. 216; cf. Blied v. Wisconsin Foundry 
Company, 243 Wis. 221, the Court held that the burden of the tax 
is imposed upon the stockholders so that the corporation is not 
entitled to deduct the privilege tax from gross income as a business 
expense, in arriving at net taxable income under the state’s income 
tax law. * * *,”’ 
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state of Wisconsin up to the last day of the year prior 
to the date of the declaration of the dividend. 

The state of Wisconsin took the position that the 
tax did not offend the constitution and that it was not 
retroactive; further, it contended that it imposed the 
tax in the year in which the dividend was declared 
and paid; that transaction occurring in the present. 

A petition was filed by aggrieved taxpayers with 
the United States Supreme Court to review the judg- 
ment of the state supreme court. On February 28, 
1944, the federal Supreme Court noted “Probable Juris- 
diction,” and on May 29, 1944, that court again sus- 
tained the validity of the tax.”° 

Chief Justice Stone, in delivering the opinion of the 
court (7-1 decision with Justice Jackson dissenting) 
made these statements concerning the attributes of 
this tax: 

“For the reasons stated in the Penney case we do not doubt 
that a state has constitutional power to make a levy upon a 
corporation, measured by so much of its earnings from within 
the state as it distributes in dividends, and to make the taxable 
event the corporation’s relinquishment of the earnings to its 
stockholders, That power is not diminished or altered by the 
fact that the state courts, for purposes of their own, denomi- 
nate the levy a tax on the privilege of declaring and receiving 
dividends, or that they decline to call it an income tax. In 
determining whether a tax is within the state’s constitutional 
power, we look to the incidence of the tax and its practical 
operation, and not its characterization by state courts. Shaffer 
v. Carter, 252 U. S. 37, 55 and cases cited; Lawrence v. State Tax 
Commission, 286 U. S. 276, 280 and cases cited. 

“Nor do we perceive any constitutional obstacle either to 
the state’s distributing the burden of the tax ratably among the 
stockholders, as the ultimate beneficiaries of the corporation’s, 
and hence the state’s, relinquishment of control over the Wis- 
consin earnings, so as to render the tax pro tanto one on the 
stockholders’ income, or to the state’s imposing on the cor- 
poration the duty of acting as its agent for the collection of the 
tax, by requiring deduction of the tax from earnings distributed 


as dividends. 
“ek Ok 


“We think that Wisconsin may constitutionally tax the Wis- 
consin earnings distributed as dividends to the stockholders. 
It has afforded protection and benefits to appellant’s corporate 
activities and transactions within the state. These activities 
have given rise to the dividend income of appellants’ stock- 
holders and this income fairly measures the benefits they have 
derived from these Wisconsin activities. There is no conten- 
tion here that the formula of apportionment does not fairly 
reflect the proper proportion of appellants’ earnings attributa- 
ble to their Wisconsin activities and transactions. Wisconsin 
may impose a measure of control upon the corporation there 
with respect to its withdrawal of its earnings from the state, 
and also may, for the protection of the interests of the state and 
of its citizens, regulate to some extent the declaration and dis- 
tribution of dividends by a foreign corporation, certainly with 
respect to its Wisconsin earnings. * * *,” 


In replying to the contention of the taxpayers that 
the privilege dividend tax act sought to tax retro- 
actively earnings accumulated before the law was 
enacted, Chief Justice Stone noted: 

“Appellants do not deny that the dividends are derived from 
earnings from within the state of Wisconsin, but it is urged 
that some of them at least were paid from corporate surplus 
earned and set aside in years before the taxing statute was 
enacted. But since the taxable event, the distribution of divi- 
dends paid from earnings, and the deduction of the tax from 


them occurred subsequent to the enactment of the taxing stat- 
ute, no question of its retroactive application is involved.” 


Other Issues Presented 


While the United States Supreme Court and the 
Wisconsin supreme court were separately weighing 
the constitutional aspects of the privilege dividend 
tax law, appeals were being filed with the Wisconsin 
Board of Tax Appeals. These included questions of 
law and fact which involved the application of other 
provisions of the privilege dividend tax act. One case in 





2 Nos. 620 and 621, October Term, 1943. 


294 





particular merits a brief reference here.??. The taxpayer 
there declared dividends on shares of stock held by both 
resident and nonresident stockholders. It disputed the 
right of the state of Wisconsin to impose a privilege divi- 
dend tax upon dividend distributions which were made 
pursuant to resolutions passed by the directors. These 
resolutions provided that the dividends so declared 
were payable out of profits of the company exclusive 
of those derived from property located and business 
transacted in the state of Wisconsin. It sought, by the 
use of that language in the resolutions, to establish 
that no surplus accumulated from Wisconsin earnings 
was actually drawn upon in order to pay such divi- 
dends. The Board rejected this contention and it held 
that since the earnings from Wisconsin business 
transacted were in fact transferred to the general sur- 
plus account and commingled with surplus gathered 
from out of state business, the petitioner could not 
isolate Wisconsin earnings or surplus when it drew 
upon general surplus to pay dividends; that despite 
the restrictive language employed in the resolutions, 
no separation could be validly effected as to surplus 
distributed and that Wisconsin surplus was reflected 
in the dividend distributions. The tax therefore 
was properly levied. The Board’s decision was 
appealed to the Circuit Court of Dane County where 
it was affirmed. On appeal to the state supreme court 
the determination of the Board was again upheld.” 


Another case of interest was the appeal of North- 
west Engineering Corporation * where the state supreme 
court sustained the contention of the taxpayer and 
held that sales at less than fair prices by a wholly 
owned domestic manufacturing corporation to its foreign 
parent corporation did not constitute the constructive 
declaration of a dividend so that a dividend tax could 
be imposed thereon. 


In Wisconsin Gas and Electric Co.** the taxpayer, a 
Wisconsin corporation, in 1936 declared and paid out 


21 For full account of case see 1 WBTA 404. 
22 243 Wis. 224. 
23 241 Wis. 324. 


741 WBTA 10. (Companion appeals before the Board were: Wis- 
consin Electric Power Co., 1 WBTA 11, Wisconsin Michigan Power 
Co., 1 WBTA 12, and T. M. E. R. & L. Co., 1 WBTA 13.) The 
determination in this appeal was affirmed by the Circuit Court of 
Dane County and affirmed by the Wisconsin supreme court in 243 
Wis. 216. Of interest is the decision of the District Court (Eastern) 
of Wisconsin in which it was held that such tax payments were 
deductible by the taxpayer corporation in computing taxable in- 
come for federal income tax purposes. This determination was 
reversed by the U. S. Circuit Court of Appeals (7th circuit). The 
United States Supreme Court on May 29, 1944, sustained the decision 
of the U. S. Circuit Court of Appeals (No. 565, October Term, 1°43), 
and Justice Rutledge in affirming the determination of the Circuit 
Court of Appeals said: 

‘‘* * * However, here the burden is placed upon him, not de- 
rivatively as through an income tax upon the corporation, but 
directly and exclusively. While corporate earnings are the target 
of this tax, its specific thrust, according to the Wisconsin supreme 
court, is at their transfer as dividends to the shareholder, rather 
than at their receipt as income by the corporation. J. C. Penney 
Co., v. Tax Commission, 238 Wis. 69. It is not imposed until divi- 
dends are declared. When imposed it is to be deducted and with- 
held not from earnings received by the corporation, but ‘from the 
dividends so declared.’ The sums thus paid to the State are to be 
deducted from the fixed dividends owed to the preferred stockholder 
who cannot recover his loss from the corporation. Blied v. Wis- 
consin Foundry & Machine Co., 243 Wis. 221. And the corporation 
which seeks to leave the stockholder’s dividend whole by absorbing 
the tax itself receives no credit therefor under those provisions of 
the Wisconsin income tax law comparable to Section 23 (c), because 
the State ‘puts the burden of this tax upon the stockholder and 
not upon the corporation.’ Wisconsin Gas &¢ Electric Co. v. Wis 
consin Department of Taxation, 243 Wis. 216. 

“That Wisconsin has made the corporation its tax collector by 
requiring it to withhold payment of a portion of the dividends and 
to turn that portion over to the State does not make the tax one 
‘imposed’ upon the corporation, at least under Section 23 (c) and 
the relevant Treasury Regulation. Compare Eliot National Bank v. 
Gill, 218 Fed. 600 (C. C. A.); Porter v. United States, 27 F. (2d) 882 
(C.C. A.). The fact is that the tax is extracted from fixed dividends 
owed to the stockholder, not merely from his common interest in 
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of net earnings dividends upon common and preferred 
stock for which pursuant to the privilege dividend tax 
law it computed, reported, and paid dividend taxes. 
In preparing its income tax returns the petitioner 
deducted from its gross income the privilege dividend 
taxes so paid. The Board held that under the provi- 
sions of section 71.03 (4) *° the taxpayer was not per- 
mitted to deduct such taxes. 


The issue as to the taxability of dividends upon 
preferred stock held by the taxpayer in its treasury 
also came before the Board.”* It arose from these 
facts: The taxpayer corporation had reacquired some 
of its preferred stock, on which said stock it paid no 
dividends. In its resolution authorizing the payment 
of dividends, it stated that it declared dividends on 
its preferred capital stock other than shares of treasury 
stock. The Board rejected the contention of the 
Department of Taxation that a privilege dividend tax 
could be exacted with respect to such treasury stock. 


Administration of the Act 


The administration of the privilege dividend tax 
law closely follows that of the income tax act. In 
determining the income which subsequently finds its 
way into surplus, the provisions of the general income 
tax act (chapter 71 of the Wisconsin statutes) are 
followed. The tax may be deducted and withheld by 
the corporation from all dividends which are paid to 
resident and nonresident stockholders out of earn- 
ings or surplus attributable to the state of Wisconsin. 
However, the corporation remains liable for the pay- 
ment of the tax. The corporation is required to make 
a return in simple form to the Department of Taxa- 
tion. In addition to giving the customary information 
with respect to the name of the corporation, its date 
of incorporation and where incorporated, its prin- 
cipal office (and in the case of a foreign corporation 
its principal office in Wisconsin), and whether the 
corporation is affiliated with any other corporations, 
the taxpayer is required to list the amount of the 
dividend distributed and the tax withheld and paid.” 


Corporations doing business both within and with- 
out Wisconsin, and whose income is allocated or 
apportioned under the provisions of section 71.02 (3) (d) 
Wisconsin statutes (this section sets forth the method 
of apportionment of income), are required to furnish 
the following information: the amount of the divi- 
dend, the per cent of dividends declared and paid out 
of income derived from property located and business 


corporate earnings. Under Wisconsin decisions the impact of the 
tax is focused narrowly and falls independently upon each recipient 
of the dividend without affecting the tax burden of the corporation 
or other shareholders. The operation thus disclosed for the tax 
amply sustains the emphatic declaration of the Wisconsin supreme 
court that it is imposed upon the shareholder, not upon the corpo- 
ration. This view is complemented by the interpretation of the 
Bureau of Internal Revenue that the tax payments, although 
formally made by the corporation, are deductible by the share- 
holder. We conclude that the Privilege Dividend Tax is not ‘im- 
posed’ upon petitioner and therefore payments of it are not 
deductible under Section 23 (c).’’ 

* Wisconsin statutes. (Deductions allowed to corporations in 
computing taxable income.) 

si ~ Appeal of Wisconsin Michigan Power Co., 1 WBTA 68. 

7 As to the formula employed in ascertaining the dividend tax 
on . dividend distributions by foreign corporations see J. C. Penney 
Co., 238 Wis. 69 (pages 74-75) and see particularly pages 209 and 
210, International Harvester Co., 243 Wis., where the court said: 

“The formula for ascertaining the amount of net earnings allocable 
to Wisconsin is set forth in ch. 71, Stats., and the validity of this 
formula is well established. There is a strong if not inevitable 
inference that these earnings became, (1) part of the general assets 
available for distribution as dividends; and (2) part of the dividend 
declared in the proportion that they bear to the total assets avail- 
able for dividends. * * *. The formula prescribed by this court 
upon remand in the Penney case, supra, that is, that the Wisconsin 
earnings should constitute the numerator of a fraction of which the 
entire amount available for dividends is the denominator, * * *.’’ 
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transacted in Wisconsin, the amount of dividend de- 
clared and paid out of income derived from property 
located and business transacted in Wisconsin, the 
rate of tax (now 3 per cent), and the total amount of 
tax withheld and enclosed with the return. The return 
must be filed upon the last day of the month follow- 
ing the payment of the dividend.”* 

As to matters pertaining to the assessment, revi- 
sion, refund, and appeal, the same statutory provi- 
sions obtain that apply to income taxes. 


Revenue Produced by Its Enactment 


Since the privilege dividend tax was designed to 
supplement other lagging revenue during the depres- 
sion years, it is pertinent to examine how well it has 
fulfilled its purpose. At the end of the first year 
(1936) (the law actually became operative in October, 
1935), the state of Wisconsin received approximately 
$940,000 from this source of taxation. This amount 
exceeded original expectations.”® 

The tax from 1935 to July, 1939, was imposed at a 
rate equal to two and a half per cent of the amount 
of dividends declared and paid by all corporations. 
The 1939 session of the legislature increased the rate 
to three per cent. This rate has been maintained in 
the succeeding years. Because the privilege dividend 
tax is not a fixed part of the state’s taxation system, 
it is imposed for a period of two years at a time, but 
since 1935 it has been successively renewed. Unless 
renewed it would expire automatically. An interest- 
ing feature of this tax is the fact that the state gov- 
ernment is not required to share it with local units of 
government, which it must do in the case of income 
taxes (except teachers’ retirement fund surtax). 

The 1943 session of the legislature declared that 
this tax when collected is to be used to “provide 
rehabilitation for returning veterans of World War 
II, construction and improvements at state institu- 
tions and other state property, and post-war public 
works projects to relieve post-war unemployment.” *° 

The following table discloses the years and the 
amounts of privilege dividend taxes collected by the 
state of Wisconsin since this tax was first imposed: ** 


Privilege Dividend 

Calendar Y ear Tax Collected 
1935 (2% months)........ $ 20,732.52 
| RE SE es 944,941.24 
1937 1,993 361.72 
I Sd cos! Ria lane eek ae 1,535,431.52 
ERASER acre ere tree 1,323,553.97 
EES eee ee 1,679 ,254.72 
1941 2,745,781.61 
Ree eee 2,490,824.75 
RPS rare Seine 2,663,822.60 
1944 (3 months).......... 815,028.64 

WED shes cee eeu s $16,212,733.29 

[The End] 


28 Rule 210 of the Rules and Regulations of Wisconsin Department 
of Taxation provides that as to ‘‘constructive’’ dividends, the report 
thereof and payment of the tax shall be made on or before the 
fifteenth day of the third month following the close of the income 
year and the rule defines a ‘‘constructive’’ dividend as including 
the transfer of all or any part of the annual income of a corpora- 
tion to its stockholders by any means other than the regular de- 
claration and payment of a dividend. 

2 That period was unusual in the respect that corporations in 1936 
were declaring extra dividends in order to offset the federal tax 
imposed on undistributed profits. (This explanation is gathered 
from press reports on file in the office of the Wisconsin Legislative 
Reference Library.) 

3° Section 71.61 (9), Wisconsin statutes. 

31 Statistics were obtained from the Department of Taxation of 
Wisconsin. 
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By EDWARD ROESKEN 


States, rendered on May 15, 1944 in the Iowa 

Use Tax case of General Trading Co. v. State Tax 
Commission, Docket No. 441,’ has brought into sharp 
relief the extent to which a state may claim jurisdic- 
tion over a foreign corporation for the purpose of 
requiring it to collect state taxes from others. The 
opinion indicates that jurisdiction was taken by the 
Supreme Court “to meet the claim that there was 
need for further precision regarding the scope of our 
previous rulings on the power of States to levy use 
taxes.” 


The majority opinion was written by Justice Frank- 
furter, Justice Jackson writing a dissenting opinion in 
which Justice Roberts joined. The question presented 
was whether Iowa could collect a use tax from a Min- 
nesota corporation, not licensed in Iowa, in connection 
with property bought from the Minnesota corporation 
and sent by it from Minnesota to purchasers in Iowa 
for use there. The activities of the company in Iowa 
were limited to the solicitation of orders by traveling 
salesmen sent into lowa from the Minnesota head- 
quarters. These orders were subject to acceptance in 
Minnesota. The company had no office branch or 
warehouse in Iowa. Upon this slight measure of 
activity, it was held that the state could prevail against 
the company in an action seeking to recover the tax 
from the foreign corporation, which was regarded as 
obliged to collect the tax from the purchaser. The 
court observed that “the exaction is made against the 
ultimate consumer——the Iowa resident who is paying 
taxes to sustain his own State Government. To make 
the distributor the tax collector for the State is a 
familiar and sanctioned device.” 


It is to be observed, in passing, that the Iowa Use 
Tax Law requires “every retailer maintaining a place 
of business” in Iowa to collect the tax from the pur- 
chaser. (Sec. 6943.106 (2), Code.) The definition of 
such a retailer includes a retailer having or maintain- 
ing within the state “directly or by a subsidiary, an 
office, distribution house, sales house, warehouse or 
other place of business, or any agent operating within 
this state under the authority of the retailer or its sub- 
sidiary, irrespective of whether such place of business 
or agent is located here permanently or temporarily, 
or whether such retailer or subsidiary is admitted to 
do business within this state pursuant to Chapter 
386.” (Section 6943.102 (6), Code.) This last men- 
tioned phrase, to which italics have been added for the 


purpose of emphasis, was not, however, quoted by 
the court. 


T: [EF RULING of the Supreme Court of the United 


Prior Decisions 


The court regarded the California use tax case of 
Felt and Tarrant Mfg. Co. v. Gallagher, 306 U. S. 62, 
(upholding the collection of a use tax where an un- 
licensed foreign corporation had general sales agents 
with offices rented by it in the state), and the prior lowa 
use tax cases of Nelson v. Sears, Roebuck & Co., 312 
U.S. 359, and Nelson v. Montgomery Ward & Co., 312 
U. S. 373, (upholding the collection of the use tax by 
a licensed foreign corporation maintaining a place of 
business in the state) as controlling, regarding the 





1 64S. Ct. 1028, 1030. 
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State Jurisdiction Over Foreign Corporations for 


Gallagher case as indistinguishable and the other deci- 
sions as presenting differentiations “without constitu- 
tional significance.” 

The Supreme Court had established the principle 
in decisions in prior years that foreign corporations 
might be required to remit taxes imposed on the use 
of motor vehicle fuel brought into a state by them, but 
in these instances the distributor or user maintained 
storage facilities or refineries in the state or were 
otherwise active there, thus giving the state jurisdic- 
tion over them. (Monamotor Oil Co. v. Johnson, 292 
U. S. 86; Gregg Dyeing Co. v. Query, 286 U. S. 472; 
Bowman et al. v. Continental Oil Co., 256 U. S. 642.) 


Enlargement of Jurisdiction 


It is difficult to escape the conclusion that in the 
General Trading Company case the court has extended 
the jurisdiction of a state to collect taxes to circum- 
stances where an unlicensed foreign corporation’s 
activities within the state are meager compared with 
those engaged in by the corporations involved in the 
prior decisions. 

Justice Jackson, in his dissenting opinion in the 
General Trading Company decision, regarded the major- 
ity decision as authorizing “an unwarranted extension 
of the power of the state to subject persons to its 
taxing power who are not within its jurisdiction and 
have not in any manner submitted themselves to it.” 
He rejected the Monamotor Oil Co. and the Felt & 
Tarrant decisions as authorities to support the majority 
ruling, regarding it as holding that “a state has power 
to make a tax collector of one whom it has no power 
to tax.” In stressing the far-reaching implications of 
the ruling, he observed “But this decision, by which 
one may not ship goods from anywhere in the United 
States to a purchaser in Iowa without becoming a 
nonresident tax collector, exceeds everything so far 
done by this Court. In my opinion the statute is an 
effort to exert extraterritorial control beyond any 
which a state could exert if there were no Constitu- 
tion at all. I can think of nothing in or out of the 


Constitution which warrants this effort to reach beyond , 


the State’s own border to make out-of-state merchants 
tax collectors because they engage in interstate com- 
merce with the State’s citizens.” 

Prior to this decision, it was generally assumed 
that a state did not have jurisdiction of any kind over 
an unlicensed foreign corporation having only sales 
agents within a state, soliciting orders approved else- 
where. This conclusion was predicated upon the 
decision of the Supreme Court of the United States in 
the case of People’s Tobacco Co. v. American Tobacco 
Co., 246 U. S. 79, decided in 1918, cited on a number 
of occasions by that court, and in numerous state 
court decisions which followed this case, denying 
state jurisdiction over foreign corporations whose 
activities within a state were limited to mere solicita- 
tion by salesmen and no more. 

The People’s Tobacco Company case was a Federal 
Sherman Act suit in which the validity of service o! 
process upon the defendant, an unlicensed foreign 
corporation, was questioned. At the time of service 
and thereafter, the defendant “was selling goods in 
Louisiana to jobbers, and sending its drummers into 
that State to solicit orders of the retail trade, to be 
turned over to the jobbers, the charges being made 
by the jobbers to the retailers. It further appears that 
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Collection of Use Taxes 


these agents were not domiciled in the State, and did 
not have the right or authority to make sales on 
account of the defendant company, collect money, or 
extend credit for it.” In discussing these activities, 
the court concluded: “As to the.continued practice of 
advertising its wares in Louisiana, and sending its 
soliciting agents into that State, as above detailed, the 
agents having no authority beyond solicitation, we 
think the previous decisions of this court have settled 
the law to be that such practices did not amount to 
that doing of business which subjects the corporation 
to the local jurisdiction for the purpose of service of 
process upon it. Green v. Chicago, Burlington & Quincy 
Ry. Co., 205 U. S. 530; Philadelphia & Reading Ry. Co. 
v. McKibbon, 243 U. S. 264, 268.” 


It should be noted, however, that in at least two 
states there were rulings, rendered prior to the Gen- 
eral Trading Company case, indicating that the use tax 
was to be collected and reported where the activities 
of the seller within the state were limited to solicita- 
tion of orders by salesmen. These states were Colo- 
rado and North Carolina. 

In Colorado, it is provided (Sales and Use Tax 
Rule No. 2) that “if such vendor does not have an 
office or place of business in the State, but does have 
salesmen or other representatives soliciting orders 
and making sales in Colorado, then such vendor may 
be responsible for the entire tax on all sales made for 
use, storage or consumption in Colorado; and if such 
vendor does not assume such responsibility, then such 
salesmen or agents must collect and remit the tax.” 

In North Carolina, the Attorney General, on August 
12, 1941, rendered an opinion to the Commissioner of 
Revenue to the effect that a corporation having no 
place of business in North Carolina but soliciting 
orders there through salesmen, which orders are 
accepted or rejected at the home office in another 
state, from which the goods are shipped, must reg- 
ister as a retailer and must collect and remit the use 
tax on such:sales. 


Arkansas Sales Tax Decision 


In striking contrast to the rule laid down in the 
lowa use tax case which has been discussed was the 
conclusion reached in a decision rendered the same 
day by the Supreme Court in McLeod, Commissioner 
of Revenues of the State of Arkansas v. J. E. Dilworth 
Company et al., Docket No. 311,? the majority opinion 
also being written by Justice Frankfurter. There, in 
facts almost identical with those in the General Trad- 
ing Company case, involving the solicitation of orders 
in Arkansas by traveling salesmen of Tennessee cor- 
porations, accepted in Tennessee and followed by 
shipment of the goods ordered from Tennessee into 
Arkansas, the Arkansas sales tax, based on gross 
receipts of the seller, was held not to apply. Stress 
was laid upon the fact that title passed upon delivery 
to the carrier in Tennessee and that collection of the 
sales price was not made in Arkansas. “For Arkansas 
to impose a tax on such transactions,” said the court, 
“would be to project its powers beyond its boun- 
daries and to tax an interstate transaction.” In differ- 
entiating between a sales and a use tax, the court 
observed: “A sales tax is a tax on the freedom of 
purchase—a freedom which wartime restrictions serve 


—_—_. 


* 64S. Ct., 1023, 1030. 
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to emphasize. A use tax is a tax on the enjoyment of 
that which was purchased. In view of the differences 
between these transactions and the differences in the 
relation of the taxing state to them, a tax on an inter- 
state sale like the one before us and unlike the tax on 
the enjoyment of the goods sold, involves an assump- 
tion of power by a State which the Commerce Clause 
was meant to end. The very purpose of the Com- 
merce Clause was to create an area of free trade 
among the several States. That clause vested the 
power of taxing a transaction forming an unbroken 
process of interstate commerce in the Congress, not 
in the States.” Justices Douglas, Black'and Murphy 
dissented in an opinion written by Jusice Douglas, 
and Justice Rutledge also expressed his dissent in an 
opinion involving the Iowa and Arkansas taxes and 
the application of the Indiana gross income tax. These 
dissents regarded the Arkansas tax as valid under 
the rules laid down in prior decisions of the Supreme 
Court in sales tax cases. (McGoldrick v. Felt & Tar- 
rant Mfg. Co., 309 U. S. 70; McGoldrick v. Berwind- 
White Coal Mining Company, 309 U. S. 33. Justice 
Douglas expressed the view that the majority opinion 
was squarely opposed to McGoldrick v. Felt & Tarrant 
Mfg. Co., and that it marked a retreat from the 
philosophy of the Berwind-White case. Justice Rut- 
ledge, in considering the Iowa and Arkansas deci- 
sions, remarked: “For constitutional purposes, I see 
no difference but one of words and possibly one of 
the scope of coverage between the Arkansas tax in 
No. 311 and the Iowa tax in No. 441. This is true 
whether the issue is one of due process or one of 
undue burden on interstate commerce.” 


Possible Effects of the Iowa Use Tax Decision 


The conclusion reached by the majority of the 
court in the Arkansas sales tax opinion will probably 
have little effect upon the administration of sales 
taxes generally, since sales taxes were not usually 
being collected under circumstances similar to those 
in that case. The ruling of the court in the Iowa use 
tax case, however, portends an increase in the obliga- 
tion of sellers to collect use taxes with respect to 
states imposing use taxes. This decision’s practical 
effect will, of course, depend upon the extent to which 
the states imposing use taxes, other than Iowa, Colo- 
rado and North Carolina, previously mentioned, take 
affirmative steps to require unlicensed foreign cor- 
porations merely having traveling salesmen soliciting 
orders within them to coliect and report such taxes. 
These additional states are Alabama, California, Kansas, 
Louisiana, Michigan, Mississippi, New Mexico, North 
Dakota, Ohio, Oklahoma, South Dakota, Utah, Wash- 
ington and Wyoming. 

It may be noted that in a number of these states 
machinery has existed for some time to permit, upon 
application, the collection of the use tax by out-of- 
state dealers selling to persons within the state, but 
not maintaining places of business there. These states 
are Alabama, California, Mississippi, New Mexico, 
North Dakota, Ohio, South Dakota, Utah, Washing- 
ton and Wyoming. It is among this group that one 
may look for states which will be first to take advan- 
tage of the broader state jurisdiction over foreign 
corporations for the collection of use taxes revealed 
in the Iowa General Trading Company decision. 

[The End] 


Mr. Roesken is an attorney in New York City who has an 
intimate knowledge of state tax matters. 
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". have been frequent instances where 
minor children have been admitted to partner- 
ships with their parents. Usually this is accom- 

plished by a gift from the parents of an interest in 
the business. Often, trusts for the minors have been 
created with the parent-settlor serving as trustee. 
The common motive has been the desire to dispose 
of property by gift to the children and the minimizing 
of the income tax liability of the family unit. In 
several cases, an additional factor was the planned 
ultimate association of the child upon maturity as 
an active participant in the business. 


Such gifts to minor beneficiaries or their trustees 
are valid if made in good faith and if the donee ac- 
quires an actual partnership interest: Rose, Adm’r 
v. Commissioner, 65 F. (2d) 616 (1933) [3 ustc 
{ 1116]; Justin Potter v. Commissioner, 47 BTA 607 
(1942) [CCH Dec. 12,822]; Sidney Nathan v. Com- 
missioner, CCH Dec. 13,192 (M), TC memo. op. (May 
14, 1943). 


Bona Fide Transaction Imperative 


The bona fide character of such partnerships with 
minor children is evidenced: by the formal transfer 
of the partnership interest, the execution of trust 
agreements, a complete divestiture of dominion and 
control by the settlor-parent, and the open disclosure 
to the business associates of the parent of the exist- 
ence of the partnership: Richard H. Oakley v. Com- 
missioner, 24 BTA 1082 (1931) [CCH Dec. 7325] ; 
where the transfer to the minor was followed by reg- 
ular distributions of the minor’s share of profits which 
were accumulated as his separate estate: M. A. Reeb 
v. Commissioner, 8 BTA 759 (1927) [CCH Dec. 2915] ; 
by consent or acquiescence of the other partners, not 
members of the family, where the transfer was noted 
on the books of the partnership: Rose, Adm’r v. Com- 
missioner, 605 F. (2d) 616 (1933) [3 ustrce § 1116]; by 
the fact that the trust is irrevocable: Charles E. Ives, 
29 BTA 822 (1934) [CCH Dec. 8369] ; where the trust 
was a limited partner and its interest was assignable: 
Sidney Nathan, CCH Dec. 13,192 (M), TC memo. op. 
(May 14, 1943). 

Nor is the bona fides impaired because the trustee 
is also a partner in his individual capacity: Sidney 
Nathan, supra; Rose, Adm’r v. Commissioner, supra; 
Richard H. Oakley, supra; Richard P. Scherer v. Com- 
missioner, 3 TC — No. 100 (May 10, 1944) [CCH 
Dec. 13,914]. 

There must be an intent of the donor to divest him- 
self of a capital interest and a simultaneous intent 
of the donee or trustee to assert an independent own- 
ership, dominion and control of the capital partner- 
ship interest received; otherwise, the gift will be 
construed to be incomplete and the transfer will prove 
ineffective: Kasch v. Commissioner, 63 F. (2d) 466 
11933 CCH § 9140], cert. den. 290 U. S. 644 (1933) ; 
Burnet v. Leininger, 285 U. S. 136 (1932) [3 ustc 
{ 909]. 


Personal Service Business 


Where the business of the partnership in which 
the trust for the minor holds an interest is a personal 
service type, with capital no important income pro- 
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ducing factor, and its earnings are entirely due to the 
personal activities of the settlor-parent who is the 
partner, the partnership, as to the income derived 
from the personal service nature of the business, will 
not be recognized for Federal income tax purposes. 
Such income will be attributed to the partner whose 
services pfoduce it. However, where part of the in- 
come from such partnership business is derived from 
capital investments owned by the partnership, such 
income will be allocated to the respective partners in 
proportion to their interests: Charles E. Ives, 29 BTA 
822 (1934) [CCH Dec. 8369]. 


Nature of Trust Contribution 


Where the trust for a minor is a partner, its only 
contribution to the partnership must be in the form 
of capital. There is no contemplation of services. 
If the source of the trust’s contribution was a giit 
from the settlor-parent, the following requirements 
are imperative: 

There must be a completed, irrevocable, bona fide 
gift from the donor to eliminate the element of a 
retained dominion and control by the donor. This 
is basic. Otherwise, the trust never becomes the in- 
dependent owner of the subject matter of the gift 
and, therefore, has no property of its own to con- 
tribute to the partnership. The trust, under such 
circumstances, having contributed no capital to the 
partnership and no services being contemplated, the 
partnership fails because of lack of a proper contri- 
bution: Robert P. Scherer v. Commissioner, 3 TC — 
No. 100 (May 10, 1944) [CCH Dec. 13,914]. 


Where the capital interest of the partnership be- 
comes vested in the trust, the rule that applies is that 
tax liability on income attaches to the ownership of 
the property producing that income: Justin Potter, 
47 BTA 607 (1942) [CCH Dec. 12,822]; Robert P. 


Scherer v. Commissioner, supra. 


Effect of Helvering v. Clifford 


After the bona fide nature of the transfer is estab- 
lished, the trust must be subjected to the test of 
Helvering v. Clifford, 309 U. S. 331 (1940) [40-1 usre 
| 9265], and Douglas v. Willcuts, 296 U. S. 1 (1935) 
[36-1 ustc § 9002], and the latest extension of the 
latter case in Helvering v. Stuart, 317 U.S. 154 (1942) 
[42-2 ustc | 9750], as modified by section 134 of the 
Revenue Act of 1943. 


The settlor-parent of every trust for minor children 
assumes the risk of having the income of that trust 
attributed to him under section 22 (a) of the Internal 
Revenue Code and the interpretations thereof as crys- 
tallized in the principles announced in Helvering v. 
Clifford, supra. The effect is that the income tax sav- 
ings are voided not because of a defectively formed 
partnership between the settlor-parent and _ the 
minor’s trust but because of the economic benefits 
and control retained by the parent-settlor over the 
trust set up to be a partner. 

In Helvering v. Clifford, supra, Clifford created a 
trust naming himself as trustee and his wife as bene- 
ficiary. The trust was to continue for five years, or 
for a shorter period if either the grantor or his wife 
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died. The indenture provided that upon the termina- 
tion of the trust, the corpus was to revert to the 
grantor or his estate. Clifford retained wide powers 
of investment and his liability as trustee was limited 
to wilful conduct only. Mr. Justice Douglas stated, 
in his opinion, that where the grantor is the trustee 
and the beneficiaries are members of his family group, 
special scrutiny of the arrangement is necessary lest 
what is in reality but one economic unit be multiplied 
into two or more by devices which, though valid under 
state law, are not conclusive so far as section 22 (a) 
of the Internal Revenue Code is concerned. The 
test is—did the taxpayer, as a result of the terms of 
the trust and the intimacy of the familia relationship, 
retain the substance of full enjoyment of all the rights 
he previously had in the property. Basing its decision 
on (1) the short duration of the trust, (2) the fact 
that the wife was the beneficiary and (3) the retention 
of control over the corpus by the grantor, as trustee, 
the Court held that when the benefits flowing to the 
grantor indirectly through his wife are added to the 
legal rights he retained, the aggregate may be said 
to be a fair equivalent of what the grantor previously 
had. The income of the trust was held taxable to 
the grantor. 


Where the income of a trust which is a partner is 
attributable, under Helvering v. Clifford, to the parent- 
settlor, who is also a partner, the courts reach out and 
strike down the partnership for lack of a completed 
and absolute gift which represented the trust’s alleged 
contribution. This is done instead of permitting the 
partnership to continue for tax purposes and allocat- 
ing the income of the minor’s trust to the parent- 
settlor under section 22 (a) of the Internal Revenue 
Code. The end result is more direct and avoids cir- 
cuity: Murphy S. Armstrong v. Commissioner, 1 TC 
1008 (1943) [CCH Dec. 13,135]; Losh v. Commis- 
sioner, 1 TC 1019 (1943) [CCH Dec. 13,146]. 


In Murphy S. Armstrong v. Commissioner, supra, 
Armstrong purported to transfer to a trust for his 
children for a term of 12 years a part of his interest 
in a family partnership. Armstrong named himself 
as trustee. The terms of the trust referred to him as 
an individual and as trustee, interchangeably and 
indiscriminately. He placed himself in complete 
practical control over the property constituting the 
trust, retaining the following powers: (1) to exer- 
cise all powers of an owner, (2) to hold the property 
in his own name, with or without disclosure of fiduci- 
ary relationship, (3) his decisions in trust matters 
were to be final and conclusive on all persons inter- 
ested in the trust, (4) the beneficiaries could not de- 
mand any part of the principal and income until the 
trust came to an end nor could it be assigned in any 
manner, (5) as trustee, he had unrestricted power of 
investment and no liability for losses, (6) on account 
of his errors, he could reimburse himself from income 


Mr. Polisher is a member of the Philadelphia bar and author of “Estate 


Planning and Estate Tax Saving.” 
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Minor Children as Partners 


He is also a lecturer on the subject of 
estate, gift and inheritance taxes at the Dickinson Law School and in 1943 
lectured at the Institute of Federal Taxation, New York University. The 
author gratefully acknowledges the research assistance of Horace Lombardi, 























































or principal for any loss, liability or expense, (7) he 
could make advances to the trust estate for any 
purposes. 


These powers of control, coupled with the element 
that the subject matter was the family business of 
which Armstrong was the operating head and that the 
trust’s interest combined with his own gave him ma- 
jority control impelled the Court to the conclusion 
that the principle of Helvering v. Clifford applied. The 
income of the trust was held taxable to Armstrong, 
and the partnership with the trust was ignored. 


In Losh v. Commissioner, supra, the Tax Court dis- 
regarded an alleged partnership with a trust created 
by Losh and his wife for their minor children. The 
trust was to continue until the said sons reached 21 years 
of age and on the death of either son without issue, 
the trust corpus was to revert to Losh and his wife. 
The interests of the sons could not be transferred or 
encumbered by them. Losh, as trustee, had the fol- 
lowing powers: (1) at the time provided for termina- 
tion, upon reasonable ground that children could not 
be entrusted with the property, power to extend the 
term of the trust for 10 years; (2) exclusive power 
to sign checks on the partnership account; (3) full 
power to control, use and manage the trust property 
as trustee for the use and benefit of the children; 
(4) to retain or add the profits accruing to the total 
capital of the partnership in the children’s behalves 
or to invest the same; (5) to use the income for the 
education and support of the children in his sole dis- 
cretion; (6) to name his successor as trustee by his 
will. The income of the trust was held taxable to 
Losh to the extent of his alleged gift to the trust, 
notwithstanding the partnership. 


Extension of Helvering v. Clifford Rejected 


The Tax Court has resisted attempts of the Com- 
missioner to extend the application of the doctrine of 
Helvering v. Clifford. In several cases, the Commis- 
sioner contended that the mere fact that the parent 
was the grantor of the trust and continued as its trus- 
tee was sufficient to cause the income of the trust 
to be taxable to him, even though a bona fide, com- 
pleted and irrevocable gift was made. This position 
was rejected in Justin Potter v. Commissioner, 47 BTA 
607 (1942) [CCH Dec. 12,822], and Scherer v. Com- 
missioner, 3 TC — No. 100 (May 10, 1944) [CCH 
Dec. 13,914]. , 


Significant are the remarks of the Tax Court in 
Scherer v. Commissioner, supra. 


“The burden of respondent’s (Commissioner) argument as 
we understand it in his brief, is that not to apply the doctrine 
of Helvering v. Clifford in these family partnership cases, even 
where capital is one of the substantial income producing fac- 
tors, is to recognize an arrangement within the family group 
for the division of income in accordance with the will and dis- 
cretion of the donor, and is to open the door for tax avoidance. 
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If it be true that these family partnership cases where an ad- 
mitted bona fide, completed gift has been made and a legal 
partnership has been created, open a door for tax avoidance, 
it is a door that has long been open because as we have en- 
deavored to point out, there are many cases which have sus- 
tained the validity of such partnerships created under similar 
facts to the ones we have here and have taxed the income ac- 
cordingly. If the door is to be closed, it must be closed by 
legislation which is a matter addressed to the judgment of 
Congress and not to us. We have no powers of legislation. We 
do not feel it is our function to change what we regard as 
existing law by an unwarranted extension of Helvering v. 
( ‘lifford.” 


Management of Trust by Grantor as Trustee 


The power to manage trust property, however un- 
limited, may not operate to render the income of a 
trust taxable to the grantor, if by such power he 
cannot derive any economic benefit therefrom except 
such advantages he may gain by virtue of the statu- 
tory provisions which permit the creation of trusts: 
Jones v. Norris, 122 F. (2d) 6 (1941) [41-2 ustc 
{| 9636] ; Commissioner v. Branch, 114 F. (2d) 985 
ges [40-2 ustc § 9727]; Suhr v. Commissioner, 126 

. (2d) 283 (1942) [42-1 usre | 9321]. Where such 
economic benefits do inure to the grantor, the income 
will be held taxable to him. 

In Justin Potter v. Commissioner, supra, Potter and 
his wife made irrevocable gifts to their children of 
a part of their respective interests in the partnership. 
Upon advice of counsel, so as to overcome the disa- 
bility of the donee children due to their infancy, the 
gifts were made orally and each child was told of the 
gift. All of the partners consented to and orally 
agreed that the two children could become partners 
and entries were made in the books of the partner- 
ship. Gift tax returns were filed and gift tax paid. 
Thereafter, the children shared the partnership earn- 
ings. Potter managed the business and financial 
affairs of his wife and children. No part of the chil- 
dren’s money was ever used by the Potters for their 
own use or for the support of the children. 

The Commissioner contended that Potter’s domin- 
ion and control over the moneys, etc. of the children, 
as well as his power of investment and reinvestment, 
brought the case within the rule of Helvering v. Clif- 
ford, supra. 

The Board of Tax Appeals (now Tax Court) 
ascribed Potter’s control over the property of the 
children to the parental obligation placed upon him 
as natural guardian of the estates of the children un- 
der statutory law of the state in which he resided 
(Tennessee). It declared that such conduct on Pot- 
ter’s part, because of his duties as natural guardian, 
was not inconsistent with making an effective gift. 
The possession of the property was, nevertheless, the 
children’s: H.C. Priester, 33 BTA 230, (1935) [CCH 
Dec. 9100] ; Frank J. Vichek, 7 BTA 1244 (1927) [CCH 
Dec. 2762], and H. C. Moores, 3 BTA 301 (1926) 
[CCH Dec. 1117]. The Court concluded (page 623) 
that there seems to be no statutory basis for treating 
the income as that of the grantors under section 22 (a) 
merely because one donor under direction of the law 
managed all the income and property for the minors 
who are incapable of performing that function: 
Commissioner v. Branch, 114 F. (2d) 985 (1940) [40-2 
ustc [9727]; Jones v. Norris, 122 F. (2d) 6 (1941) 
[41-2 usTc { 9636]. 


Effect of Use of Trust Income for Minor’s Support 


While the principles governing the law of gifts are 
theoretically adhered to, the use to which the income 
from the gift is devoted, is material. 
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Under section 167 of the Internal Revenue Code, 
the income of a trust which is used for the benefit 
of the grantor remains taxable to him. In Douglas v. 
Willcuts, 296 U. S. 1 (1935) [36-1 ustc ] 9002], the 
grantor was held taxable on the income of a trust 
created for the maintenance of a beneficiary whom the 
grantor was legally bound to support. 


Therefore, if the income of the trust which holds 
the minor’s interest in the partnership is applied 
towards his education or maintenance, it is being 
used to satisfy pro tanto the donor-parent’s legal 
obligation towards his minor child. Under such cir- 
cumstances, notwithstanding the previously com- 
pleted gift of the partnership interest by the parent 
to a trust for his minor child, the income from the 
trust so applied will be taxz ible to the donor-parent. 


In Losh v. Commissioner, supra, the Tax Court held 
that so much of the income of each trust which was 
attributable to that part of the partnership interest 
transferred to the trusts by the wife, one of the orig- 
inal co-partners with her husband, was taxable to her. 
The basis of this conclusion was that Losh and his 
wife’s partnership interests were community prop- 
erty. They were residents of New Mexico. 

Since the statutes of New Mexico and the Spanish 
Code from which the concept of community property 
stems, imposed an equal obligation of support of the 
children on the wife as well as the husband, the 
possible use of the trust income for the support and 
education of the minors caused the income therefrom 
to be taxable equally to the husband and wife under 
Douglas v. Willcuts, 296 U. S. 1 (1935) [36-1 usrte 
§ 9002], and Helvering v. Stuart, 317 U.S. 154 (1942) 
[42-2 ustc §9750]. Since the enactment of sec- 
tion 134 of the Revenue Act of 1943, which added a 
new subsection (c) to section 167 of the Internai Rev- 
enue Code, the effect of this decision in the case of 
a trust for a minor’s support is now limited to sums 
actually used for that purpose. The mere possibility 
of such use is no longer controlling. 


Observations on Recent Decisions of Tax Court 


As we write this manuscript, the Tax Court is be- 
ing rocked by the issue of the Federal income tax fate 
of family partnerships: Lowry v. Commissioner, 3 TC 
—— No. 97 [CCH Dec. 13,905] ; Lorenz v. Commissioner, 
3 TC — No. 98 (May 8, 1944) [CCH Dec. 13,906] ; 
Scherer v. Commissioner, 3 TC — No. 100 [CCH 
Dec. 13,914] ; Johnston, Tr. v. Commissioner, 3 TC — 
No. 101 [CCH Dec. 13,915]; and Zukaitis v. Commis- 
sioner, 3 TC — No. 102 (May 10, 1944) [CCH Dec. 
13,916]; M. W. Smith, Jr. v. Commissioner, 3 TC — 
No. 110 (May 18, 1944) [CCH Dec. 13,930]. 

A regrettable and unsettling condition has been 
-reated in which the majority court hands down sev- 
eral decisions rejecting partnerships between hus- 
bands and wives and, two days later, upon substan- 
tially the same facts, sustains such partnerships. 
Each case carries with it dissenting opinions of as 
many as five members of the court. In two cases, 
one judge writes the majority opinions and the dis- 
senting opinions in the cases immediately succeeding. 
This condition i is not conducive to fostering the quali- 
ties of stability and confidence which courts must 
possess if their opinions are to be respected. It comes, 
also, at an unfortunate time when the Tax Court has 
it within its grasp to grow in judicial stature under 
the impetus of the recognition accorded it by the 
Supreme Court in Dobson v. Commissioner, 320 U. S. 
489 (1944) [44-1 ustc § 9108]. The issue involved is 
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not of such supreme importance as to justify the 
damage to the prestige of the Tax Court which will 
result if the situation is not remedied promptly. 


The difficulty seems to arise, to a real degree, from 
an overzealousness on the part of a sometime ma- 
jority of the court to strike down family partnerships 
in which a primary motivation was the desire to re- 
duce or avoid Federal income taxes. This motive is 
adverted to in the findings of facts and the opinions 
of the court although it is not specifically relied upon 
as the basis for rejecting the family partnerships. As 
we pointed out in the first installment of this article, 
the tax saving feature of a plan does not justify its 
condemnation for tax purposes, if the arrangement 
would not fail without such motive. 


In the opinions, the principles of law governing 


family partnerships are ostensibly respected but they 
are applied to the facts as found by the court. The 


Securities and Exchange Commission Statistics 


HE Securities and Exchange Commissions Survey 
of American listed corporations provides the in- 


formation for the following charts. The series of 
reports presents data on profits and operations of 
eleven hundred and six companies for the years 1936 
to 1942. The companies are classified in 75 manu- 
facturing groups. 


Since these data graphically presented may be of 
interest in connection with refund claims under sec- 
tion 722, they are reproduced here. They are indica- 
tive of the trends in these industrial groups, in the 
years 1936 through 1942. They are also interesting 
from the standpoint of the amount of taxes paid. 
Notice the gap between the lines indicating profit 





Electrical Supplies and Equipment.(Miscellaneous) 










—— Net prokt before income taxes asa percent of sales 
~o0- Net profit after income taxes as a percent of sales 

---- Net profit before income taxes asa percent of nét worth 
—-— Net profitafter income taxes as a percent of net worth 
























a: ee: Meee Meee 8 
a SRR Ka ME Gn ome 
RE CS: RS RR! SR Ge TAMAR cctileet 
| eee eee Se ee ee om EO cee 
 { en ae Smee Gl ae cers ee emo 
4 Se Bees Ge Hee ee See cm: 
«| ee eee: RE eee Hh sere mQee: een 
| SE eee RT cHeteiE = sce SEO 
 ») a or ee ee ee eee er | 
a or «ot Re see nee Re 
| eee © ae eS eT Ee eee Ee 2». seer 
(ee a 2 a oe |. omer: aemee 
7 ee ews | Ce te. or ee ee: ee 
16 H+ & \——_f Ft Of —_<  E 
| ee a ae ee ae . 
: eo 
{i ee | | a ee  canichsaeinall 
a ee, fe ee ER se 
“fie... Sh a © 4 er ce 
1] Sens eS ee le ee 
| a a a a 
g\—__ | ah WT : a 
, | ees ee cael 
|] A ve ms 
5 IS MGA i nics 
1 Sestinicanstilmaastindlthadete 
| ROK aC stent 
| res are: acer 
| Sees seme coe 
See ae aioe 
1936 1937 1938 861939 1940 1944 1942 





Minor Children as Partners 
































result has been that the Tax Court has sometimes re- 
sorted to its powers as a “finder of the facts” to estab- 
lish the circumstances which compel rejection of the 
family partnership under the established rules of law. 
Thus, it has found as facts, “implied conditions” at- 
tached to completed gifts ; “continued domination and 
control by the donor” in the use and enjoyment of 
the income accruing after the gift was made; and the 
“possibility of reverter” of the property to the donor, 
imposed by the donee who had owned the property 
for more than 18 months. Some of the judges of 
the Tax Court seem to be suffering from spectres of 
tax avoidance for which malady the majority opinion 
in Scherer v. Commissioner quoted above, gives the 
simplest prescription and cure. 

The situation calls for a return to calm reason and 
the serenity so essential to the judicial temperament 
characteristic of judges whose decisions are worthy 
of deference and respect. [The End] 


before taxes and the lines indicating profit after taxes. 
In the year 1938 these lines were fairly close together 
but as we entered the war the tax cost of the war 
shows itself by the divergence of the respective lines. 
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P | NAHE DETERMINATION of equity invested 
capital is, perhaps, the most complicated and 
wearisome task with which the tax man is con- 

fronted in the determination of the excess profits tax 

under the invested capital method. 


sriefly, the existing Code provisions state that 
equity invested capital shall consist of the excess of 
the sum of: (1) money paid in for stock, or as paid-in 
surplus, or as a contribution to capital; (2) property 
paid in for stock, or as paid-in surplus, or as a con- 
tribution to capital; (3) certain stock dividend distri- 
butions; (4) accumulated earnings and profits at the 
beginning of the taxable year; and (5) 25 per cent 
bonus for new capital; over the sum of: (a) distri- 
butions to stockholders in prior taxable years not out 
of accumulated earnings and profits; (b) distributions 
to stockholders during the taxable year not out of 
the earnings and profits of the current year; 
and (c) earnings and profits of certain predecessor 
corporations. 

In this article I will limit myself to a brief analysis 
of the reductions in equity invested capital by reason 
of distributions to stockholders under (a) and (b) 
above, and more specifically point out certain inequi- 
ties resulting from a literal interpretation of certain 
code provisions affecting corporations having deficit 
accumulated earnings and profits in prior or the pre- 
ceding taxable year. 

Preliminarily, it should be observed that the con- 
cept of “accumulated earnings and profits” for the 
purpose of the excess profits tax is the same as for 
the purpose of the regular normal and surtax income. 
This is important and should be kept in mind in mak- 
ing the year by year calculations. Further, if there 
is a deficit in the accumulated earnings and profits 
as of the beginning of the taxable year, such deficit 
shall not be taken into account in determining in- 
vested capital, and in such cases the earnings and 
profits as of the beginning of the taxable year shall 
be considered as zero, and subsequent earnings and 
profits must first be applied against and restore the 
deficit before they may be added to equity invested 
capital. In other words, a deficit in accumulated 
earnings and profits does not, of itself, have the effect 
of reducing equity invested capital in the amount of 
the deficit. Accordingly, so long as no distributions 
are made by the corporation during the existence of 
the deficit, equity invested capital is not affected 
by the deficit, except that accumulated earnings and 


profits is a zero amount, until such time as the deficit 
is restored. 
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This brings us to Section 718(b)(1) and (2) of the 
Code, wherein it is provided: 

“The amount by which the equ’ty invested capital for any day 
shall be reduced as provided in subsection (a) shall be the 
sum of the following amounts— 

(1) Distributions made prior to such taxable year which 
were not out of accumulated earnings and profits ;— 

(2) Distributions previously made during such taxable year 
which are not out of the earnings and profits of such taxable 
year ;— 

Also, Section 718(c)(2), complementing the forego- 
ing provides: 

“In the application of such subsections to any taxable year 
beginning after December 31, 1940, so much of the distribu- 
tions (taken in the order of time) made during the first sixty 
days thereof as does not exceed the accumulated earnings 
and profits as of the beginning thereof (computed without 
regard to this paragraph) shall be considered to have been 
made on the last day of the preceding taxable year.” 


In other words, Section 718(b)(1) and (2) requires 
a reduction in equity invested capital to the extent 
of distributions to stockholders which are not out 
of accumulated earnings and profits or not out of the 
earnings and profits of the current taxable year. Also, 
any dividends paid during the first sixty days of any 
taxable year after December 31, 1940 are considered 
as having been paid on the last day of the preceding 
taxable year to the extent of the accumulated earnings 
on that date. The operation of this provision may 
be avoided, obviously, by deferring payment until 
after the sixtieth day. For the sole purpose of deter- 
mining the time of distribution under the sixty-day 
limitation, the controlling date under the regulations 
is the date on which the dividend is payable, except 
that if no date is set by resolution of the directors, 
then the date of declaration is deemed controlling. 
The reason for these rules is to discourage the de- 
layed payment of dividends where the sole purpose 
is to maintain a higher invested capital credit. 
(Sec. 30.718-5. Reg. 109; as renumbered by T. D. 
5092, C. B. 1941-2, 26). (See also, Mason v. Routzalin, 
275 U. S. 175; and Tar Products Corp. v. Com’r, 130 
F. (2d) 866, both holding, to the effect, that the date 
of payment controls in determining the source from 
which the dividend is paid.) 

The determination of whether equity invested cap- 
ital is to be decreased by reason of distributions in 
prior years is dependent to a considerable extent on 
the existence in point of time, of a deficit in accumu- 
lated earnings and profits. For example, if a corpo- 
ration has made dividend distributions in prior years 
out of accumulated earnings and profits, and subse- 
quently an accumulated deficit in excess of the prior 
[Continued on page 315] 
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Capital Stock Tax: Form 707 for returns of the 
capital stock tax for foreign and domestic corpora- 
tions have been released. The returns are due and the 
tax payable on or before July 31, 1944. A general rule 
to follow is to declare a value which is at least ten 
times the corporation’s most optimistic annual earn- 
ings, thus minimizing the tax effect of the declared- 
value excess-profits tax. 


Instructions to Collectors Regarding the Capital 
Stock Tax: Capital stock tax returns for 1944 are 
due and the tax is payable on or before July 31, 1944, 
unless a special extension is granted. No general ex- 
tension is contemplated. Form 708 has been consoli- 
dated with Form 707 and hereafter domestic and 
foreign corporations will use the same form. 

A taxpayer is not bound by any previous declara- 
tion but may declare any amount it desires. The 
declaration, however, must be specific and unqualified, 
and becomes the measure of the capital stock tax for 
1944 and a prime factor in computing the declared 
value excess-profits tax, if any, for the applicable in- 
come-tax taxable year. As provided in section 137.33 
of Regulations 64 (1943 Edition), “A corporation may, 
within the statutory period for filing returns (up to 
and including the last day of any extension period), 
amend the value declared on one return by filing 
another return to take the place of the one previously 
filed, but, under the provisions of section 1202 (a) of 
the Code, such amended return must be received by 
the collector on or before the last day of the filing 
period. An amended return received after such date 
is not effective, whether or not placed in the mails in 
ample time to reach the office of the collector in due 
course before the expiration of the filing period. * * *” 

During 1943 a large number of corporations filed 
their 1943 returns on 1942 forms without indicating 
the correct year thereon. Collectors are admonished 
to exercise care to see that taxpayers are furnished 
1944 forms in order to avoid the complications result- 
ing from the use of improper forms. 

Special extensions of time for filing returns may 
be granted by collectors under three conditions: (1) 
upon a written application under oath received on or 
before July 31, 1944, and showing reasonable cause 
tor the extension; (2) for such reasonable period as 
may be required by the circumstances, not to extend 
in any case beyond September 29, 1944; and (3) with 
the provision that interest at the rate of 6 per cent 
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per annum shall be paid upon the tax from the statu- 
tory due date (July 31) to the date of payment of the 
tax. Section 137.80, Regulations 64 (1943 Edition). 

If it becomes necessary to correspond with a 
corporation regarding an incomplete or incorrect 
return, assessments may be deferred until the return 
is completed. However, returns properly signed and 
sworn to and otherwise complete except for the absence 
of notarial and corporate seals should be accepted 
without correspondence and forwarded to the Bureau. 
Any remittance may, if necessary, be carried in Sus- 
pense Account 9 until the case is listed for assessment. 
If exemption has been claimed without complete sup- 
porting evidence, or if the return is otherwise incom- 
plete or incorrect, and after reasonable effort the 
required evidence cannot be secured, the tax should 
be listed for assessment and the return, together with 
an explanatory statement and copies of all cor- 
respondence, should be transmitted to the Bureau in 
the usual manner. In special cases, when such action 
appears necessary or advisable, the file may be for- 
warded to the Bureau by letter of transmittal. How- 
ever, the term “special cases” should not be construed 
to include claims for exemption not requiring expe- 
dite action by the Bureau. 


Regulations Amended: The regulations relative to 
deductions for losses on securities in affiliated corpora- 
tions have been amended to reflect the 1943 revenue 
act changes by T. D. 5376. The T. D. also amends 
the regulations with respect to partially worthless 
bad debts. 


Debt Limit: The debt limit of the United States is 
now set at $260 billion dollars by the Public Debt 
Act of 1944, which was approved June 9, 1944. 


Treaty with Canada: Canada and the United States 
have signed a pact for the avoidance of double suc- 
cession and estate taxation. The pact has been signed 
by Prime Minister Mackenzie King for Canada and 
Ambassador Ray Atherton for the United States; 
however such a pact requires Senate ratification and 
details will not be forthcoming until such Senate 
action. 


Congress: Having seen their individual tax simpli- 
fication bill signed and become law, Congress promises 
early attention to the simplification of the corpo- 
ration features of the revenue law. Simplification 
of tax for corporations is on the agenda for considera- 
tion in early fall. Just what specific acts of simplifica- 
tion are contemplated is not positively known at 
present. The invasion having gotten under way may 
cause a change in plans. Since the invasion of France 
means a shortening of the European war, attention 
turns to war contract termination, and reconversion 
problems. These are all integrated with post-war 
tax problems. Should a revenue measure reach the 
floor of Congress, proponents of post-war plans can 
be expected to come forward for consideration in the 
simplification bill. That Congress will hold the line 
for simplification and omit post-war tax problems is 
problematical. The Republicans have begun the 
study of such plans. 


Post-War Tax Plans: The Republican Postwar 
Tax Study Committee, of which Representative 
Daniel A. Reed is chairman, stated: 

“The government now is exacting approximately 
46 billions of dollars a year from American taxpayers. 
Our prospective postwar budget is estimated vari- 


[Continued on page 324] 
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N THE field of taxes, the subject of the moment 
] is that of simplification. Although much has been 
spoken and written about it, very little has 
been done. A notable exception to this statement 
is the simplification of individual income tax returns 
accomplished by the Individual Income Tax Act of 
1944. Here is a fait accompli in the battle of tax sim- 
plification. Yet even in the new act, which is virtually 
unanimously accepted as a boon to the taxpayer, there 
is one feature which I believe is inconsistent with the 
purpose of simplification from the taxpayer’s point of 
view. | refer to the provisions requiring the taxpayer 
to make irrevocable elections as a condition to the 
privilege of using the simplified return, of taking the 
standard deduction, etc. Although in this particular 
case the effect may not be serious, it suggests an in- 
quiry into the prevalence of irrevocable elections in 
our tax law and their relation to tax simplification. 
The law and regulations fairly bristle with elec- 
tions. There are elections to file a joint return, to file 
the simplified return, to receive relief from annualiza- 
tion of income for short taxable periods, to amortize 
bond premium, to accrue the increment in value of 
discount bonds, to begin and terminate amortization 
of emergency facilities, to file consolidated returns, 
to use the LIFO method of inventory valuation, to be 
taxed as a personal service corporation, to classify 
abnormal income and abnormal deductions for excess 
profits tax purposes, to apply Supplement A or Sup- 
plement C in computing excess profits taxes, to ex- 
pense intangible drilling and development costs, and 
many others. There have also been many special 
elections relating to retroactive application of amend- 
ments to the law, such as those relating to accrual 
of income in final returns of decedents, use of the 
percentage of completion method by certain long- 
term contractors for excess profits tax purposes, use 
of Supplement A or C, liberalization of computation 
of debt retirement credit, etc., all of which required 
the taxpayer to make an irrevocable election within 
a limited period after passage of the amending legis- 
lation. We have, of course, not mentioned a number 
of elections which have been discontinued, notably 
those relating to percentage depletion, foreign tax 
credit, and excess profits credit; these will be dis- 
cussed further in a moment. 


Tendency of Legislative Drafters 


This is by no means a complete list, but it should 
be sufficient to indicate the tendency of those who 
draft our tax laws to require an irrevocable election 
at every opportunity. From the standpoint of the 
Bureau of Internal Revenue, this requirement may 
make for certainty and expedite the administration 
of the law—although this is certainly a debatable 
point. So far as the taxpayer is concerned, however, 
the necessity of taking a definite and final position 
within a very limited time frequently results in a 
large expenditure of time, effort, and money. The 
ultimate purpose of tax simplification is presumably 
to reduce the effort and expense involved in conform- 
ing with the law. To the extent that the law unneces- 
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sarily requires binding elections, it is certainly not 
contributing to this end. 

Some of our tax elections have to do with accounting 
methods ; for example, amortization of bond premium, 
LIFO inventory valuation, treatment of intangible 


drilling and development costs, and others. With 
these we have no quarrel, since consistency in ac- 
counting methods is certainly an accepted virtue. 
Many of the elections, however, relate only to a single 
return or taxable year, as in the case of joint returns, 
simplified returns, relief from annualization, etc., or 
else relate to prior periods as in the case of the ret- 
roactive amendments mentioned above. In these 
cases the law apparently intends to grant to the tax- 
payer his choice of two courses of action, with the 
presumption that he will choose that which will re- 
sult in the lower tax. If this is true, why require him 
to make an irrevocable choice at a time when it may 
be impossible—or, at the least, extremely difficult 
to ascertain which will produce the better result ? 


Election to Take Standard Deduction 


Consider for a moment the election to take the $500 
standard deduction, provided for in Section 9 of the 
1944 Act. Taxpayer A has “adjusted gross income” 
of $6,000. Let us assume he has no deductions for 
taxes, interest, etc. He believes he is entitled to a 
deduction of $1,000 on account of a casualty loss. 
There is some doubt about this deduction, however, 
since he does not have full proof of the cost basis of 
the property lost and there is a question as to whether 
there was a “casualty” within the meaning of the law. 
A is not familiar with the tax law, so in the ordinary 
course of events he would state in his return the full 
facts as to this deduction and let the Bureau rule as 
to its deductibility. If it is not deductible he desires, 
of course, to avail himself of the $500 standard deduc- 
tion. If he were not required to make a binding election 
in his return, he would have no problem. Since he is 
required to elect, however, he spends a great deal of 
time and effort investigating and discussing the mat- 
ter and pays a fee to a tax adviser. Even then he may 
make the wrong decision and lose the advantages 
which the law intends to give him and which his more 
fortunate neighbor may receive because of a slight 
difference in circumstances. Why not permit A to 
claim the standard deduction at any time prior to the 
running of the statute of limitations? 


Possibly the most striking recent example of the 
burden imposed on the taxpayer by the requirement 
of an election was in connection with the retroactive 
application of Supplement C of the excess profits tax 
law as amended by the Revenue Act of 1942. The law 
provided for an election and the regulations prov ided 
for a time limit—March 15, 1944. These provisions of 
the law are most complex, to say the least. Many tax- 
payers had not fully analyzed the effect of the amended 
provisions, or had not had their tax advisers do so, 
because their prior year returns as filed showed no 
excess profits tax or for other reasons including 
simply lack of time. With the possibility that there 
might ultimately be determined to be an excess 
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for prior years, however, or that there might be an 
effect on an unused excess profits credit carryover, it 
appeared necessary to make an exhaustive analysis 
of these provisions in time to permit a decision and 
the filing of an election with the Commissioner by 
March 15, 1944. The seriousness of this situation was 
apparently called to the attention of the Commis- 
sioner and, under date of March 1, 1944, he announced 
(T. D. 5335) that he would grant an extension of time 
for making the election upon a proper showing, prior 
to March 15, 1944, of unusual circumstances which 
would warrant such action. This announcement was 
received in the tax services by many taxpayers after 
March 15th. Why could not taxpayers have been 
permitted to make a choice on this matter at any time 
prior to the running of the statute of limitations on 
the year the tax for which would be affected? 


Elections Regarding Emergency Facilities 


Section 124 of the Code, relating to amortization of 
emergency facilities, contains detailed provisions re- 
garding elections to begin amortization under various 
circumstances, requiring that the election be made by 
a statement in the return, or in certain cases by a 
statement filed with the Commissioner by April 21, 
1943 (six months after the enactment of the Revenue 
Act of 1942). Doubtless many taxpayers have failed 
to comply with the strict letter of the law in this 
matter, and even though their intention is clear they 
presumably will lose the amortization privilege unless 
the matter is reopened by termination of the emer- 
gency period or of the need for the facilities before 
the five-year period has expired. There will probably 
be many disputes and eventual litigation which could 
have been avoided by less strict provisions relating to 
the manner of making the election and the time limit 
for filing it under the 1942 Act. 

Another case in point is the amendment to the debt 
retirement credit under the excess profits tax, enacted 
retroactively on February 25, 1944, by Section 251 of 
the Revenue Act of 1943. The amendment provided 
that, to take advantage of its liberalizing provisions as 
to returns already filed, the taxpayer had to file his 
election with the Commissioner within ninety days of 
passage of the Act, or by May 25, 1944. This amend- 
ment is highly technical, and many taxpayers affected 
probably did not realize by May 25, 1944, that it ap- 
plied to them. It is hard to believe that a taxpayer 
would not elect to have it apply if he knew about it. 
Why, then, penalize a taxpayer who is too busy in the 
war effort to make the proper election by May 25, 


1944? Why not permit him to elect at any time until 
the statute of limitations runs on the year involved? 

Several elections included in the law in the past have 
been tried and found wanting and finally abandoned. 
One of these was the election to take percentage de- 
pletion on metal mines, etc., which was inaugurated 
in 1932, produced a flood of litigation, and was finally 
abandoned in 1942. Another was the election of the 
method of computing the excess profits credit, pro- 
vided in the Second Revenue Act of 1940. After a 
modification whereby the taxpayer could under cer- 
tain circumstances “disclaim” the use of one method, 
the idea of the election was finally abandoned entirely 
in 1942. Still another example is the election as to 
the foreign tax credit, which was revised in 1942 to 
eliminate the irrevocable feature by providing that 
the taxpayer’s choice may be changed at any time 
before the running of the period of limitation on 
assessments. The sensible course of action would 
seem to be to avoid requiring such elections in the 
first place. 


Twenty Year Policy Changed 


The recent case of A. L. Lusthaus v. Commissioner, 
3 TC #67, decided by The Tax Court of the United 
States on March 29, 1944, brings into sharp focus the 
tendency of our tax law to require irrevocable elec- 
tions in every possible situation. This case involved 
the division of personal exemption between husband 
and wife. Although for nearly twenty years the Bureau 
had permitted the division to be made in any way 
desired by the spouses and at any time prior to the 
time the returns were outlawed, the court first decided 
that the division could not be changed because the 
treatment used in the return constituted an irrevo- 
cable election. It was presumably taken for granted 
that if the taxpayers were allowed a choice they must 
also have been required to make a binding election. 
The decision was later revised to reach the same re- 
sult on different grounds, but it served to call atten- 
tion in a dramatic way to what appears to be one of 
the basic tenets of our tax law: if the taxpayer is 
granted an option, he must be required to commit 
himself as quickly and finally as possible to his chosen 
course of action. 

Tax simplification is a “must”. To achieve it with 
any degree of completeness, it appears desirable to 
avoid as far as possible the use of irrevocable elec- 
tions in cases where consistency in accounting is not 
involved. 

[The End] 





The Brazilian Income Tax 


The Brazilian income tax was first instituted in 
1922 and its collection commenced in 1924. During 
the intervening years to 1940 this source of revenue 
contributed little to the Brazilian national revenue. 
It is estimated that the income tax as a source of 
revenue contributed but 10 per cent of the total revenue. 
Since 1942, however, a larger portion of national reve- 
nue has come from this source. Credit for this is 
given to certain administrative reforms inaugurated 
in 1942. It is significant to United States taxpayers 
to note that the chief reform was decentralization of 
assessment and control and the creation of new ad- 
ministrative units in the various states of Brazil. 
Supervision is maintained through one central staff 
located in Rio de Janeiro. 


Elections v. Tax Simplifications 


We are indebted to Dr. Guilherme Deveza, of the 
Brazilian Treasury Delegation in New York City for 
a copy of the report submitted to the Minister of 
Finance by the Director of the Brazilian Income Tax 
Division, Dr. Celso Barreto. From a _ publishing 
standpoint it is a beautiful multi-colored piece of work. 

In 1938 the income tax produced some 267 million 
cruzieras or 6.9 per cent of the total revenue; in 1939 
the yield was 309 million cruzieras or 8.2 per cent 
of the total revenue; in 1940 402 million cruzieras or 
10 per cent of total revenue; in 1941 531 million cru- 
zieras or 13.1 per cent of total revenue. And in 1942 
the importance of this tax as a source of revenue 
showed itself when it equaled 22.4 per cent of the 
total revenue, producing 978 million  cruzieras. 
Dr. Deveza estimates that in the 1944 fiscal year the 
Brazilian income tax will account for 35 per cent of 
the nation’s revenue. 
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In the June issue Mr. Segher’s article entitled, “Relief Under 
Excess Profits Tax Law,’ appeared without the charts which 
the author intended should accompany his article. We reproduce 
the charts here with excerpts from the article. 


The nature and sources of the taxpayer’s income, 
from at least the beginning of its base period to the 
end of the latest year, should be investigated. It will 
be found desirable to make notes or prepare condensed 
memoranda as the work progresses, of all important 
facts having a bearing on the establishment of the 
right to relief and the determination of the amount of 
such relief. 

Do the accounts of the taxpayer show separately 
its income from its sales of each class of product? 
If not, can such figures be obtained? A special effort 
should be made to discover if there have been any 
new products or material changes in the products 
manufactured since (or immediately prior to) the 
beginning of the base period, with respect to which 
the amount of resultant income can be determined. 

Can the volume of sales for any or all of these 
classes of products be expressed in units as well as in 
dollars? 

Are the costs of sales of each such class of products 
shown separately in the accounts of the taxpayer or 
can such costs be readily determined (by months)? 
(by years)? 
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Ratio Chart—Sales of all products—moving totals—13 periods of four weeks to the year 


CHARTS ILLUSTRATE 722 CLAIMS 


By PAUL D. SEGHERS 


As an aid in discovering and analyzing the facts 
which it may be necessary to reflect in the claim, a 
rough chart should be prepared reflecting total sales 
(in units as well as in dollars, if feasible) and the cost 
of sales for each year since, say, 1934, to 1942, inclu- 
sive. This chart should be prepared on ratio paper 
so as to present an accurate picture of the trend of the 
increase or decrease in sales and costs. Similar charts 
also should be prepared for each class of product to 
the extent that this is feasible. (Such charts can show 
only facts which have already been determined, but 
they convey to the mind a clearer impression and 
understanding of these facts than can be obtained 
from the figures alone, and serve to fix such impres- 
sions firmly in the mind.) 

What is revealed by a study of these charts? 
Which products show the highest ratio of increase in 
volume of sales? What is the relationship between 
the cost-of-sales curve and the sales curves (expressed 
in units as well as in dollars)? When did these in- 
creases begin and what were the causes? Inquiries 
necessary to find the answers to such questions, re- 
sulting from a study of such working charts, ordi- 
narily will lead to the discovery of facts which may 
be helpful in establishing grounds for relief under sec- 
tion 722, especially subsection (b) (4). 
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The fact that a much larger ratio of increase of sales 
of one product, compared with other products, is due 
to the merits of such product, and not to a general 
increase in business conditions, can most easily be 
shown by a comparison of the sales curve of such 
product and that of the other product or products sold 
by the taxpayer. Such curves should be plotted on 
ratio paper. Similarly, to show that an incerase is 
attributable to an increase in volume rather than in 
sales price, curves showing the volume of sales in both 
dollars and units present the facts clearly. In sucha 
case, of decreasing average unit sales prices, the curve 
showing the volume of sales, in units, will rise more 
rapidly than the curve reflecting sales in dollars. 

To prepare these charts, it will, of course, be neces- 
sary to assemble and tabulate the figures. Particu- 
larly in the case of sales figures, it will be found highly 
desirable for the tabulation to show both the monthly 
amount of sales and moving 12-month totals. A 
curve constructed from such moving 12-month totals 
demonstrates far more clearly the trend of sales than 
mere annual totals. If such a curve shows a continu- 
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ous and uniform ratio of increase it affords the best 
presentation of the facts with respect to such increase 
and the best support for the conclusion reached in 
projecting the volume of such sales for the purpose 
of the two-year “pushback.” 

What is revealed by a study of the figures and/or 
charts with respect to the cost of each class of prod- 
uct? What increases in the ratio of gross profit are 
shown? Are such increases due to increased prices 
or decreased costs? If the latter, how were these 
decreased costs achieved? Where it is important in 
a particular case to discover such facts, tabulations 
of figures and charts based thereon will be found very 
helpful for this purpose. The data to be tabulated and 
charted in such cases might include, for instance, raw 
material cost, direct labor cost, productive labor hours, 


Charts Illustrate 722 Claims 





factory overhead, etc. Such data is, of course, to be 
compared with the units produced and the amount of 
sales (in dollars and units). Steps such as these are 
not ends in themselves, but means of discovering the 
facts. The inquiries made in discovering the reasons 
for unusual features which are noted ‘as a result of a 
study of such charts will in turn lead to the discovery 
of other facts which may be helpful in supporting the 
claim for relief. 


Changes in the character of the business occurring 
during the base period, such as changes in manage- 
ment, increases in plant facilities, etc., will not be 
revealed directly from such tabulations of figures and 
charts based thereon, although, as mentioned above, 
the inquiries made in connection therewith are likely 
to lead to the discovery of such facts. Therefore, 
exhaustive inquiries should be made to learn of such 
facts. Such inquiries should include examination of 
the corporate minute book, the minutes of executive, 
management, and plant committees (if such records 
are kept), questioning of the key members of the ad- 
ministrative and manufacturing personnel, as well as 
the usual accounting analysis of plant records, etc. In 
addition, it frequently will be found very helpful to 
the one making the examinaton to visit the various 
departments of the plant itself and have pointed out 
to him the physical additions to the plant made during 
recent years. Even when all other means have already 
been used to discover the facts, such an inspection 
frequently leads to very significant discoveries. Blue- 
prints prepared with respect to proposed changes and 
additions to plant facilities during and subsequent to 
the base period may be located and found extremely 
helpful in proving the nature and extent of any in- 
creases in plant capacity, as well as affording evidence 
of commitments prior to January 1, 1940, to a course 
of action as a result of which the taxpayer’s produc- 
tive capacity was substantially increased subsequent 
to that date * * *, 
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Sales Ratio Chart 


This chart reflects moving 12-month totals for the purpose 
of showing the trend of increase in volume of sales and the 
volume of sales that would have been reached by December 
31, 1939 if the changes had occurred two years earlier. 
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Mr. Kopple is an attorney in 
New York City, also admitted 
to practice before the United 
States Supreme Court. The 
author is also Chairman of the 
Boards of the Columbia Air- 
craft Products, Inc., and the 
TRI-United Plastics Corpora- 


tion. ae 
“To my way of thinking, 


neither the taxpayer nor the 
Government will do justice to 
722 unless the spirit behind the 
legislation permeates their ap- 
proach, their presentation and 
their consideration,’ says the 
author. 


ECENTLY, the Congress extended the time for 
R filing applications for relief under Section 722 

of the Internal Revenue Code to conform to 
Code Section 322(b)(1).? 

In view of this further relief, it does not appear 
untimely to re-examine this all-important section of 
the tax law. 

It is essential to a proper understanding and appli- 
cation of 722 that the general intent of the Congress 
and the spirit behind the section be fully appreciated. 
It may fairly be said that the excess profits tax was 
dictated by the desire that out of this war, in which 
sacrifices in life are destined to be appalling, those at 
home shall not be enriched at the expense or by rea- 
son of these national sacrifices. 

This is concrete patriotism. But it is also true that 
the economic life of a country must go on even though 
it must suffer restrictions dictated by the exigencies 
of total war. Some of the objectives we are fighting 
to preserve are the retention and promotion of free 
enterprise, reasonable competition and the profit 
motive 

With these two concepts in mind, the excess profits 
tax law was enacted. Under peacetime conditions, 
normal business growth, by and large, is governed 
by fluctuation of an uncontrolled demand. However, 
under the direct impetus of government war expendi- 
tures, and in spite of restrictions, business on the 
whole enjoys inordinate profits. The purpose of the 
excess profits tax is to confiscate, practically speak- 
ing, these inordinate profits. 


What are inordinate profits must, axiomatically, be 


measured by what are normal profits. The “excess” 
over normal profits is inordinate. 

By what yardstick can normal profits be determined? 

Clearly, the term, “normal profits”, cannot be ascer- 
tained with scientific exactitude. Congress in its survey 
found and determined that the four years beginning 
with 1936 and ending with 1939 were on the average 
fairly representative of normal earnings of business 
in general. Profits above the average of those four 
years it regarded as excessive. The excess is deemed 
to be attributable to the war, and is subject to tax as 
excess profits (war profits). 








1 Section 322(b)(1) Period of Limitation—Unless a claim for credit 
or refund is filed by the taxpayer within three years from the time 
the return was filed by the taxpayer or within two years from the 
time the tax was paid, no credit or refund shall be allowed or 
made after the expiration of whichever of such periods expires the 
later. If no return is filed by the taxpayer, then no credit or refund 
shall be allowed or made after two years from the time the tax 
was paid, unless before the expiration of such period a claim there- 
for is filed by the taxpayer. 
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Suggested Methods in the Application for Sec. 722 Relief 


By MORRIS D. KOPPLE 






Obviously, as an unqualified universal standard, 
discrimination is inescapable. The essence and spirit 
of tax legislation is to satisfy the constitutional re- 
quirements in the distribution of the tax load equally 
among taxpayers and classes of taxpayers. Legisla- 
tion may meet the constitutional requirements as a 
matter of strict legal interpretation, and yet be wholly 
discriminatory in fact. Since tax is primarily levied 
against the substance and not merely the form of 
things, it is the high duty of the Congress to so frame 
the laws that equality in fact and not as a mere legal 
abstraction is achieved. Section 722? seeks to qualify 
the excess profits tax provisions so as to attain factual 
equality as far as is practicable and foreseeable. 

Perhaps never before in tax legislation has a statute 
sought in express terms to recognize and provide re- 
lief for individual cases where the general rule might 
work undue hardship and where the imposition, when 
pitted against the actual realities of the individual 
situation and circumstance, would be inequitable and 
discriminatory.’ It is a most commendable innova- 
tion, and if it is the harbinger of a principle in tax 
legislation, it is destined, in the long view, to be 
beneficial to government and taxpayers alike. 

The application of Section 722 will be effective for 
all the purposes expressed and intended if taxpayers 
and administrative agencies of government alike keep 
ever in mind the broad principles and motivating 
force behind the legislation. Let both observe the 
spirit as well as the letter and the benefits contem- 
plated will be measurably realized. “The letter killeth 
but the spirit maketh alive” would appear to be a 
moral worthy of being emblazoned in the office of 
administrative agencies, courts, lawyers, accountants, 
and corporate taxpayers. 

Perhaps it will make for an easier comprehensive 
understanding if a broad outline of the structure of 
the excess profits tax and the relief provided is 
diagramatized. 

It may also facilitate comprehension if Section 722 
is broken down in layman’s language. Reaching the 
kernel of the statute is the first requisite. The neces- 





2Section 722 (Internal Revenue Code) (a) General Rule—In any 
case in which the taxpayer establishes that the tax computed under 
this subchapter (without the benefit of this section) results in an 
excessive and discriminatory tax and establishes what would be a 
fair and just amount representing normal earnings to be used as 
a constructive average base period net income for the purposes of 
an excess profits tax based upon a comparison of normal earnings 
and earnings during the excess profits tax period, the tax shall 
be determined by using such constructive average base period net 
income in lieu of the average base period net income otherwise 
determined under this subchapter. In determining such construc- 
tive average base period net income, no regard shall be had to 
events or conditions affecting the taxpayer, the industry of which 
it is a member, or taxpayers generally, occurring or existing after 
December 31, 1939, except that in the cases described in the last 
sentences of Section 722(b)(4) and in Section 722(c), regard shall 
be had to the change in the character of the business under Section 
722(b)(4) or the nature of the taxpayer and the character of its 
business under Section 722(c) to the extent necessary to establish 
the normal earnings to be used as the constructive average base 
period net income. 

3 Committee Report on the 1942 Bill—‘‘It is believed desirable to 
afford relief in meritorious cases to corporations which bear an 
excessive tax burden because of abnormally low excess profit credit. 
Therefore Section 722 * * * extends relief * * * to remove existing 
inequities and to alleviate hardship * * *. Corporations satisfac- 
torily establishing eligibility for relief will have their excess profits 
tax recomputed on the basis of the excess profits credit based on 
income. This credit will be predicated upon an amount which is 
a fair and just reflection of the normal earning capacity of the 
business and which it is entitled to retain before the imposition of 
an excess profits tax.’ 
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BROAD OUTLINE OF THE EXCESS PROFITS TAX 
and 
RELIEF PROVIDED FOR ABNORMALITIES 
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Section 722(b) 





(1) (2) (3) (4) 
In one or more Business of Business of Business of 
taxable years taxpayer de- the taxpayer _ the taxpayer 


normal produc- pressed because depressed be- commenced 
tion, output or of temporary cause of condi- immediately 
operation was economic cir- tions generally prior to or 


interrupted or cumstances prevailing in during the 
diminished be- unusual inthe the industry base period, 
cause of the case of the tax- of which it is a or the tax- 
occurrence payer or the member, sub- payer changed 
either imme- _ industry of jecting it toa the character 
diately prior or which it is a variant profit of its business 
during the base member. cycle of general immediately 
period of. phys- business on prior to or 
ical events un- sporadic high during the 
usual and pe- production base period. 
culiar to the and profits. 

taxpayer. 





(5) 
Business of 
the taxpayer 
affected by any 
other factor 
within the 
principal condi- 
tions and 
limitations of 
the section. 
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ABNORMALITIES IN THE TAXABLE YEAR 


Income of any class includible in gross income which 
is derived from abnormal source and normal souce of 
income in excess of 125% of the past 4-year average 
is eltminabie, and expenses attributable to the pro- 
duction of the abnormal income is eliminable in pro- 
portion. The remainder is the adjusted excess profits 
tax net income for the taxable year, after deduction 
of the amount attributable to other years. 








Sary cumbersome verbiage of statute often leads the 
reader into a jungle, the parts becoming an obsession 
which perverts the perspective of the whole. The 
attempt here is to broadly outline the provisions at 


first. 


Unusual and Peculiar Events in the Experience of 


The Taxpayer Which Arrested or Diminished 


Normal Production, Output or Operation, 
Appreciably 


“peculiar” is unnecessary. It is sufficient if the tax- 
payer in one or more of the years of the base period 
(1936 to 1939) suffered appreciably from the conse- 
quences of the happening of some hazard, such as 





*Section 722(b) Taxpayers Using Average Earnings—Method— 


The tax computed under this chapter (without the benefit of this 
section) shall be considered to be excessive and discriminatory in 
the case of a taxpayer entitled to use the excess profits credit based 


on income pursuant to Section 713, if its average base period net 
income is an inadequate standard of normal earnings because— 


Within the spirit of the act, it is concluded that a 
technical definition of the words “unusual” and 


Section 722 Relief Claims 


(1) In one or more taxable years in the base period normal 
production, output or operation was interrupted or dimin- 
ished because of the occurrence either immediately prior to, 
or during the base period, of events unusual and peculiar in 
the experience of the taxpayer. 
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fire, flood, explosion, earthquake, storm, or epidemic, 
or some phy sical dislocating occurrence such as acci- 
dents, strikes, shutdowns, or moving.°® 


To obtain relief because of the happening of these 
untoward events, the taxpayer must show 

(1) that the untoward event or events appreciably 
adversely affected its business in one or more years 
of the base period ; 

(2) that if the event occurred prior to the begin- 
ning of the base period, that its adverse effect pre- 
vailed during a year or years of the base period. The 
time of the event is not, ipso facto, material. What 
is pertinent is that the adverse effect is proximately 
and not remotely related to the untoward event; or 

(3) that the untoward event occurred during the 
base period. 

The taxpayer having established the foregoing, it 
must then further show 

(4) that as a result its excess profits tax is ex- 
cessive and discriminatory. 

The phrase “excessive and discriminatory” is inter- 
preted to read “discriminatory because in excess of 
an equitably equal standard”. 

The taxpayer may substantiate its position by set- 
ting forth the income experience of other representa- 
tive entities in like business whose businesses have 
not been interrupted or diminished in production, out- 
put and operation by physical events or whose busi- 
nesses have not been depressed by economic disparities, 
or whose businesses have not changed in character, 
as contemplated by the Act (hereinafter discussed). 

The taxpayer’s business, by analogy, would have 
enjoyed comparative profits had it not been for the 
depressive effects of the adverse event during the 
base period. 

The computation of its excess profits tax without 
eliminating the effect of the untoward event, results 
in an excess profits tax which is discriminatory when 
compared to the excess profits tax of members of its 
class whose normal activities during the base period 
were not basically interrupted, depressed or the char- 
acter of whose business had not changed. 


Constructive Average Base Period Net Income 


Constructive income is the income that would have 
been earned had the event not occurred. In the words 
of the regulation, “The determination of the construc- 
tive average base period net income must depend in 
each instance upon the facts and circumstances pre- 
sented by the taxpayer and upon the provisions of 
Section 722 forming the basis of the taxpayer’s con- 
tention that its excess profits tax is excessive and 
discriminatory.” 

The Treasury Department and the Tax Court, it 
must always be remembered, are by the nature of 
things, far removed from intimate knowledge of the 
facts affecting the taxpayer. Their administrative 
functions cover so wide a territory and the volume 
of their work is so large, that it is well-nigh physically 
impossible to ascertain the facts firsthand. The tax- 
payer, therefore, assuming it falls within the scope 
of the relief provisions, must establish the facts by 
probative evidentiary data. The picture must be clear 
and vivid. The task in a large number of instances 
will not be easy for the taxpayer, but no one has a 
right to complain if because of his failure to properly 
present his case, although intrinsically meritorious, 
the relief sought is not obtained. Neither the Treas- 


5 Committee Report—‘‘This * * * is concerned primarily with 
physical rather than economic events or circumstances. Fires or 
floods would be events hindering the operations of the business. 
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ury Department nor the Tax Court is endowed with 
clairvoyance. They are human agencies, subject to 
human limitations. If the taxpayer will exercise the 
necessary effort to present its case fully and clearly 
it may be assured that its case will receive equitable 
consideration. 

Obviously, no one can divide in exact dollars and 
cents what the taxpayer would have earned: for the 
simple reason that business experiences fluctuations, 
even under normal conditions, which taken singly 
may be insignificant, but in their cumulative effect 
may be pronounced. The regulations state, “No single 
test or standard of universal application can be pre- 
scribed pursuant to which every taxpayer must estab- 
lish the fair and just amount representing normal 
earnings to be used as its constructive average base 
period net income.” Since it is not within the field 
of human grasp to predict with mathematical exacti- 
tude the income that would have been earned but for 
the effects of the adversity, the requirements of the 
statute appear to be satisfactorily met where the tax- 
payer shows, dependent on the facts of the particular 
case: 

(1) average net profits for at least a three-year 
period prior to the statutory base period, which is 
fairly representative of normal earnings; or 


(2) if its business progress conforms to a pattern 
to show by graphical or ratio presentation what would 
have been the result were it not for the happening of 
the event which interrupted or diminished its pro- 
duction, output or operation; or 


(3) where the interruption does not affect the en- 
tirety of its operation to show the results of the un- 
interrupted operation as indicative of what would 
have been the result were it not for the happening 
of the arrestive event; or 


(4) if it reconstructs the income for some of the 
base years it must establish that the unreconstructed 
years are fairly representative of its earnings within 
the principles of Section 722, and failing that to adjust 
them so as to eliminate the effects of any inordinate 
factors contributing to such income, particularly 
where the inordinate factors cause depressed income 
in the reconstructed year or years and compensated 
itself by contributing to inordinate profits in the year 
or years that follow; 

(5) in computing the constructive average base 
period net income, as in the regular computation, it 
must exclude: 

capital gains and losses from 

capital assets, 

income from retirement or discharge of bonds, de- 

bentures, notes, or certificates, or other evidences of 

indebtedness (of more than 6 months), 

deductions on account of retirement or discharge 
of bonds—Section 711(b)(1)(D), 

deductions for casualty, demolition, abandonment, 
fire, storms, shipwreck, theft, etc., 

deductions for repayment of processing tax—Sec- 
tion 711(b)(1)(F), and 

take the credit for dividends received from domestic 
corporations without limitations. 


The deductions for: 


sales or exchange of 


payment of judgment, claim, award — Section 
711(b)(1)(H), 

intangible drilling and development costs—Section 
711(b) (1) (1), 


abnormal deductions—Section 711(b)(1) (J), under 
the regulations, 
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“may not be used as a matter of right”. However, 
in a proper case the principles underlying the above 
sections may be taken into account to the extent 
consistent with Section 722. 


The following provisions provide some measure of 
relief in the regular computation of the excess profits 
tax: 

(a) “Growth Formula’ 


Section 713(f) provides that where the aggregate 
income of the last two years of the base period is 
larger than the aggregate of the first two years, the 
difference is divided by 2 and the quotient is added 
to the aggregate of the last two years. The total 
is divided by 2 and the result is the average base 
period net income. This is commonly known as the 
“Growth Formula”. Where the constructed income 
fluctuates from year to year in the base period, by 
the logic of events inherent in the situation, the 
growth formula is not applicable. Conversely, where 
the constructive income for each year by reasonable 
deduction shows a definite rising trend, the applica- 
tion of the growth formula would be within the in- 
tendment of the section. 


(b) Increase in Base Period Net Income 
of the Lowest Year 


Under Section 713(e)(1) if the excess profits net 
income for one taxable year in the base period is less 
than 75% of the average of the other years, such 
lowest year income is raised to 75% of such average. 

The regulations provide that a taxpayer in comput- 
ing its constructive average base period net income 
“is not, as a matter of right, entitled to use the rule 
provided” above, the reason being that it is incon- 
sistent to pyramid the relief. “However in a proper 
case the principles underlying Sections 713(e)(1) and 
713(£) may be taken into account if and to the extent 
that the application of such principles is reasonable 
and consistent with the conditions and limitations of 
Section 722”. 


This section, so far as is applicable to Section 722, 
presents as it were the converse of the principles of 
applicability in Section 713(f) discussed above. 
Where the taxpayer’s constructive income in the base 
period differs from year to year, conforming to no 
definite trend, the application of the rule of increase 
in the base period net income of the lowest year ap- 
pears proper. 


Temporary and Unusual Economic Circumstances 
Affecting the Taxpayer or the Industry to 
Which the Taxpayer Belongs® 


The emphasis is on the words ‘“‘temporary” and “un- 
usual”, The first ground of relief immediately here- 
inbefore considered concerned physical events affecting 
the taxpayer. Here are considered temporary and 
unusual economic circumstances. In the former the 
physical events are those experienced by the taxpayer 
alone. Here the economic circumstance may affect 
not only the taxpayer, but the industry to which the 
taxpayer belongs. If the economic circumstance is 
permanent, such as chronic decline in demand for the 
industry’s product, there is no ground for relief on 
that fact alone. An unusual economic circumstance 


_ 


*Section 722(b)(2)—The business of the taxpayer was depressed 
in the base period because of temporary economic circumstances 
unusual in the case of such taxpayer or because of the fact that 
an industry of which the taxpayer was a member was depressed 


rd reason of temporary events unusual in the case of such in- 
ustry. 


Section 722 Relief Claims 


is one that is unlooked for in the usual course of 
events, transitory in its nature, but which dislocates 
adversely and substantially the results of operation; 
for example, cut-throat competition, or an improvi- 
dent undertaking entered into in good faith, injunc- 
tive proceedings affecting a stoppage of manufacture, 
stalemate in manufacturing due to introduction of 
new materials, new processes or styling. For the 
purposes of this subsection, the regulations provide: 
““A business shall be considered depressed if it realized 
low earnings or operating losses which resulted from 
such factors as a low volume of sales, from high man- 
ufacturing costs, from low sales price, or from a com- 
bination of such factors”. 


These are all temporary and their dislocating and 
adverse effects are not in the ordinary nature of things 
calculated to last with direct and substantial intensity. 


What the Taxpayer Must Show 


The taxpayer having shown that it is within the 
purview of this provision, must show what its income 
reasonably would have been if the adverse economic 
conditions and circumstances had not eventuated. 
To do this, it must proceed logically and convinc- 
ingly, fitting itself within certain defined patterns. A 
haphazard approach is not destined to have much 
weight. The facts, set forth within the framework 
of the provision and the intent and motive dominating 
it, must contain in themselves sufficient probative 
material to be entitled to consideration. The regula- 
tions indicate clearly that the Treasury Department 
will administer the relief provisions in the spirit of 
equity. The Department with the mass of cases be- 
fore it, cannot be expected to move favorably unless 
the taxpayer establishes his case and from reasonable 
deductions the relief to which it is entitled. This 
point cannot be too strongly emphasized. 


First, the taxpayer must present the facts under 
certain defined headings within the intendment of the 
section, as for example, it may show: 


1. That based upon its own experience the average 
base period net income is not a fair measure of normal 
earnings, and/or 

2. That the average base period net income is not 
a fair yardstick of normal earnings for the industry. 
of which it is a member, and that the disparity equally 
affects it, and demonstrates what period, preferably 
a period not less than three years, prior to the base 
period, is fairly representative of normal earnings. 

3. It may be that in some of the years in the base 
period the net income was normal and in others below 
normal or above normal. The taxpayer must estab- 
lish the temporary economic circumstances and con- 
ditions that accounted for the depressive earnings in 
the years claimed to be below normal and further 
show and construct by the application of some rea- 
sonable formula what the normal earnings for the 
depressive years would have been if the temporary 
economic condition had not existed. The formula 
will be determined upon the facts of the individual 
case. The mathematical premise from which the 
formula is derived, upon which the constructed in- 
come is computed, must conform to the logic of the 
situation and not upon mere conjecture, nor must it 
be arbitrary and capricious. If the taxpayer seeks 
equity, it must also practice equity. Consequently 
if any of the years in the base period show above 
normal profits due to temporary and unusual eco- 
nomic circumstances it must eliminate the income 
effects of such circumstances, and thereby reduce the 
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income to an amount it reasonably would have earned 
had it not been for the effect of the temporary and 
unusual economic circumstance. It is the principle 
to maintain equitable equilibrium throughout. The 
taxpayer may well militate against the relief it seeks, 
otherwise warranted, by exploiting only the advan- 
tages that work to its favor and remaining silent as 
to those factors which, if applied, would diminish the 
relief sought or by justifying such advantages with 
arguments which upon analysis are capricious. 


Profits Cycle Materially at Variance with That of 
Business as a Whole” 


The discussion immediately preceding dealt with 
temporary and unusual economic circumstances 
affecting the taxpayer or the industry to which the 
taxpayer belongs. Hereunder the discussion con- 
cerns itself with adverse economic circumstances 
which are ordinary and usual in an industry of which 
the taxpayer is a member. 

The taxpayer to establish itself entitled to relief 
must show, depending upon the facts of its case, 
among other things, 

1. That its business was depressed during the base 
period because of economic circumstances which are 
ordinary and usual in the case of the industry to which 
it belongs. 

2. That the conditions producing the unusual prof- 
its cycle prevailed generally throughout the past his- 
tory of the industry and are not peculiar to the base 
period. 

3. That the circumstances which created the de- 
pression in the industry also created depression in 
the taxpayer’s business and vice versa. 

4. That the business experience of the taxpayer as 
well as of the industry of which it is a member is 
capable of being segregated into a cyclical pattern. 

5. The general business trend covering periods 
prior to the base period as well as the base period. 

6. Its own trend during such prior period. 

7. The trend of the industry to which it belongs. 

8. Demonstrate the similarity between the indus- 
try’s trend and its own. 

9. Demonstrate substantial divergencies between 
the general business trend and the industry’s. 

10. Where it or the industry to which it belongs 
have no prior period existence, show comparatively, 
as in the foregoing, the trend of nearly similar 
businesses. 


Example—Construction and Real Estate Business 


The A Corporation is engaged in the construc- 
tion and real estate business. As in the case of the 
industry of which it is a member, 1936 to 1939 inclu- 
sive were poor years. 

The A Corporation to establish its right to relief 
under this section must show with sufficient evi- 
dentiary data, the foreguing as applicable to it, and 
should show as part of its proof a comparison of 
indices. The United States Department of Com- 
merce and the F. W. Dodge Corporation surveys 
show the following pertinent information: 





7 Section 722(b)(3)—The business of the taxpayer was depressed 
in the base period by reason of conditions generally prevailing in 
an industry of which the taxpayer was a member, subjecting such 
taxpayer to 

(A) a profits cycle differing materially in length and amplitude 

from the general business cycle, or 

(B) sporadic and intermittent periods of high production and 

profits, and such are inadequately represented in the base 
period. 
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Industrial Production 





Construction 
General Busi- and Real Estate 
ness Monthly Monthly Average 
Year Average Index Index 
1923 84 ) Average 
1924 94 100 
1925 122 
1926 129 
1927 129 
1928 135 
1929 110 117 
1930, 91 92 
1931 75 63 
1932 58 28 
1933 69 25 
1934 74 32 
1935 87 37 
1936 103 | Average 55 | Average 
1937 113 100 59+ 57.4 
1938 89 64 
1939 108 72 


From the foregoing, the conclusion appears to be 
justified that the construction and real estate indus- 
try was depressed in the base period by “reason of 
conditions generally prevailing in an industry of 
which the taxpayer was a member, subjecting such 
taxpayer to a profits cycle differing materially in 
length and amplitude from the general business 
cycle.” 


A further example, selected at random, but for con- 
trast, which on the indices available, assuming the 
conditions and limitations of Section 722 are appli- 
cable, is the domestic advertising business. The 
United States Department of Commerce Survey of 
Current Business reveals, as in the table below, the 
following comparative trends: 


Domestic Trade 


General Business Advertising 
Monthly Average Monthly Average 
Year Index Index 
1923 106.9 
1924 107 
1925 112 
1926 118 
1927 115.8 
1928 114.7 
1929 110 120.7 | Average 
1930 91 104.9 100 
1931 75 91.9 
1932 58 71.8 
1933 69 65 
1934 74 74.7 
1935 87 79.3 
1936 103 | Average 89.1 | Average 
1937 113 100 94 85 
1938 89 81.5 | 
1939 108 83.1 





It would appear that the cyclical pattern of the 
domestic trade advertising business does not proxi- 
mately coincide with that of general business. The 
variations, the factors contemplated by Section 722 
being present, warrant a finding that the statutory 
‘base period earnings are an inadequate standard in 
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measuring the normal income of a taxpayer, a mem- 
ber of that industry. The period 1928 to 1932, on 
its face, is a fairer standard. 

[It should be stressed that a mere variation in the 
indices is not of itself alone probative of the ultimate 
fact sought to be established, to wit, that the average 
statutory base period net income is an inadequate 
standard. It is but one of a number of the evidences 
the taxpayer should submit to prove its contention. 
Reliance on any one specific proof is dangerous. 
Weaving a number of proofs into a harmonious 
whole will, in most cases, convey a clearer and there- 
fore more persuasive picture. 


Sporadic Periods of High Profits Inadequately 
Represented in Base Period 


Where the industry of which the taxpayer is a 
member has no profits cycle, that is to say, no segre- 
gable periods conforming to a pattern of prosperity 
and depression, but where (1) earnings and/or ac- 
tivity are irregular throughout the economic history 
of the industry (influenced by unpredictable condi- 
tions and circumstances), and (2) these “ups” and 
“downs” are inadequately represented in the “statu- 
tory” base period, the taxpayer is, ostensibly, entitled 
to relief. The regulations cite the fruit canning in- 
dustry as a possible example. Perhaps another ex- 
ample is the wheat export business. The Department 
of Commerce index reveals the following: 


Thousands of 

bushels 
Sere ee 8,211 
Sere 13,858 
aaa tae 7,210 
RR Ae ee 11,523 
Eee 14,026 
1928 8,024 
 eearerwe ore 7,511 
te oh dee 7,314 
ar ee eee 6,693 
eo 4,573 
RE ae One 665 
BE 0S: bis ware dernnaeSe 1,414 
SSP ee eee 19 
eer oe 157 
1937 2,904 
0 eee ee 7,242 
eS ererrer = 5,268 





Perhaps some of the fortuitous circumstances 
affecting this industry may be the wheat crop of for- 
eign countries, influenced by weather conditions; the 
wheat crops of the United States, influenced by the 
like conditions; government restrictions on exports; 
all conditions and circumstances which may vary 
drastically in unpredictable scope and at unpredict- 
able times and may be modified with opposite effect 
at long or short intervals dependent upon the whim 
of nature or the exigencies of government policy. 

Should it appear that the other element(s) of 722 is 
(are) present, the wheat export business being sporadic 
in volume and the rise and fall in volume being indica- 
tive of rise and fall in earnings, and these irregular 
falls and rises being inadequately represented in the 
base period, the taxpayer, a member of that industry 
affected similarly, may, in all probability, not im- 
properly claim that the average base period net in- 
come is an inequitable standard of determining 
normal earnings insofar as its business is concerned.” 


Section 722 Relief Claims 


The taxpayer, in the example above, will not have 
established its right to relief by a mere comparison 
of trends. It must show, among other things, dic- 
tated in the premises: 


1. That the fortuitous circumstances occurring at 
irregular intervals, normal incidents of its business 
and that of the industry of which it is a member, 
did not occur during the base period, or if they did 
occur the income result of the occurrence was inade- 
quately represented in the base period; 


2. That as a result of the foregoing the average 
base period net income is not a fair standard for the 
measurement of normal earnings; 


3. That from the factors adduced and inherent in 
the activities of the taxpayer, the normal earnings 
should be measured by a formula which logically and 
with proximate mathematical relevancy flows from 
such facts; or that a differen. and distinct period in 
the history of its existence or that of the industry is 
fairly and reasonably representative of normal earn- 
ings. The period so selected must be supported by 
positive proof as to its reasonableness, and evidence 
in substantiation thereof must be made part of the 
record. 


Commenced Business or Changed the 
Character of Business® 


This provision seeks to eliminate the comparative 
inequitable effects of the “statutory” provisions of 
the excess profits tax on new business activity which, 
because of time lag, could not “hit its stride” so as 
to attain and obtain a level of earnings during the 
base period that could be fairly regarded as com- 
parable to that of an established business of similar 
class. It is obviously discriminatory to measure the 
normal earnings of the newcomer by the results of 
its actual operations during the base period. 


The term “immediately prior to the base period” 
does not so much signify immediacy as measured by 
the lapse of time as it does immediate effects. The 
length of time between the beginning of business or 
new activity and the beginning of the base period, 
while not immaterial as evidence, is not, ipso facto, 
controlling in the determination of the fact to be 
established that the beginning of business or changed 
activity reached its reasonably full productive attain- 
ment during the base period. 


The essence, as in the other provisions of the sec- 
tion, is to work comparative equality so as to avoid 


or to correct discrimination which results in an excess 
profits tax which is excessive. 


Where the corporation commenced business or 
changed the character of its business during the base 
period, as in the paragraph next preceding, it may 





8 Section 722(b)(4)—The taxpayer, either during or immediately 
prior to the base period, commenced business or changed the char- 
acter of the business and the average base period net income does 
not reflect the normal operation for the entire base period of the 
business. If the business of the taxpayer did not reach, in the 
end of the base period, the earning level which it would have 
reached if the taxpayer had commenced business or made the 
change in the character of the business two years before it did so, 
it shall be deemed to have commenced the business or made the 
change at such earlier time. For the purposes of this subparagraph, 
the term ‘‘change in the character of the business’’ includes a 
change in the operation or management of the business, a difference 
in the products or services furnished, a difference in the capacity 
for production or operation, a difference in the ratio of non-bor- 
rowed capital to total capital and the acquisition before January 1, 
1940 of all or part of the assets of a corporation, with the result 
that the competition of such competitor was eliminated or dimin- 
ished. Any change in the capacity for production or operation of 
the business consummated during any taxable year ending after 
December 31, 1939, as a result of a course of action to which the 
taxpayer was committed prior to January 1, 1940 * * *. 
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not have reached during such period the earning level 
that would be a fair standard of normal earnings. 
Again an excess profits tax credit measured by the 
actual results of operation during the base period 
would result in an excess profits tax which is dis- 
criminatory and excessive because discriminatory. 

The term “change in character of business” is de- 
fined by the statute to include the following: 

1. Change in the operation or management of the 
business. 

2. A difference in the products or services furnished. 

3. A difference in the capacity for production or 
operation. 

4. A difference in the ratio of non-borrowed capital 
to total capital. 

5. The acquisition before January 1, 1940 of all 
or part of the assets of a competitor, with the result 
that the competition of such competitor was elim- 
inated or diminished. 


Time of Change 


1. Any change in the capacity for production or 
operation of a business consummated during any tax- 
able year ending after December 31, 1939, as a result 
of the course of action to which the taxpayer was 
committed prior to January 1, 1940; or 

2. Any acquisition before May 31, 1941 from a 
competitor engaged in the dissemination of informa- 
tion through public press, of substantially all the 
assets of such competitor * * * is deemed to be 
a change on December 31, 1939. 


Two-Year Carry-Back 


If the business of the taxpayer did not reach by 
the end of the base period the earning level which it 
would have reached had the taxpayer commenced 
business or changed the character of business two 
years before it did, then the taxpayer shall be deemed 
to have commenced the business at such earlier time. 
Events occurring or existing after December 31, 1939 
are not considered. 

The change shall not be given effect in determining 
the constructed average base period net income with 
respect to any year prior to that in which the change 
was completed. 

A taxpayer seeking relief under the provisions of 
this section must in its application for relief assert 
the facts with sufficient evidence of probative value 
in substantiation thereof. Among other things, it 
must show: 

1. The date when it commenced 
changed the character of its business. 

2. It must show the change in detail, with approxi- 
mate chronological sequence. 

3. It must show from the facts that it falls within 
the purview of the changes contemplated by the act. 

4. It must reconstruct its average base period net 
income by the application of averages and ratios or 
trends, logically flowing from the facts of its own 
particular situation. The formula employed should 
be substantiated with proof establishing its reason- 
ableness, and may well also negative any other hypo- 
thesis as being reasonable. 

5. If the business did not reach, within the base 
period, the earning level it would have reached had 
a change taken place two years earlier, it must state 
and show that fact supported with sufficient eviden- 
tiary data. 

6. If the change in capacity for production or 
operation was consummated after December 31, 1939 
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business or 








as a result of a course of action to which the taxpayer 
was committed prior to January 1, 1940, it must show 
affirmatively, supported by documentary evidence, 
that it was so committed. The evidence need not 
necessarily be a written contract, but the cumulative 
effect of the record—letters, accounting statements, 
conferences, resolutions of the board of directors, etc. 
—must evidence historically the fact of such commit- 
ment. Mere self-serving declaration will not be pro- 
bative of the fact of commitment prior to January 
1, 1940. 

7. Assuming the taxpayer establishes by positive 
proof the foregoing, then it must show the date when 
the change was consummated. 

8. If such change necessitated the acquisition of 
substantially more equipment, machinery, space, per- 
sonnel, etc., this fact must be shown with particu- 
larity, e. g., date of acquisition, number of units, value 
of the additional equipment, machinery, etc., addi- 
tional personnel, additional area. 

As indicated earlier in this article, it is of paramount 
importance to the success of the taxpayer’s applica- 
tion, assuming that the facts of its case entitle it to 
relief, that it establish a clear picture of the facts upon 
which it relies as a basis for the substantive relief 
sought, and that it further establish with reasonable 
mathematical computation its constructive average 
base period net income and the monetary relief 
sought. A taxpayer having a case valid on the 
merits should have no difficulty in establishing its 
right to substantive relief. It is much more difficult, 
however, to compute the relief it seeks in dollars and 
cents. The computation in most instances cannot 
be based upon any formula which is scientifically 
exact, but within that limitation the taxpayer may 
erect a hypothesis which appeals to reason and which 
may be taken as a fair criterion of what its normal 
income would have been for the purpose and within 
the intendment of Section 722. 

Perhaps an illustration of the foregoing may help 
to clarify the provisions of the law, the indicated 
method of approach, and suggestive principles that 


may be employed in reconstructing the base period 
net income. 


Example—Retail Furniture Business 


The X Corporation, organized in 1935, is engaged 
in the retail office furniture business. It obtained a 
most profitable wholesale supplier, the Y Corpora- 
tion, from which its gross business is $100,000 and 
the profits therefrom $30,000 a year. At the end of 
1936 this business was lost to it, and it was not until 
1940 that another comparative supplier was devel- 
oped. In January 1937 it was forced to move its place 
of business to more expensive quarters. In 1939 it 
found a new location, the rent of which was in keep- 
ing with its original budget, and removed to such 
quarters in January 1940. In 1937 it entered into a 
long-term undertaking with the Z Corporation to sup- 
ply the Z Corporation’s offices throughout the United 
States with furniture and office equipment of special- 
ized types. The undertaking would take four to five 
years to complete, grossing $2,000,000. To meet the 
specialized requirements special materials had to be 
fabricated, samples built and tested under the direct 
supervision of four of the six executives of the corpo- 
ration, extending into 1940. These executives—A, B, 
C, D,—are the principal salesmen of the X Corpora- 
tion. A spent 3344% of his time on the undertaking, 
B 90%, C 10%, D 334%%. The other two officers, 
E and F, carried on the general business of the corpo- 
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ration exclusively. The other essential facts of the 
problem are as follows: 








1936 1941 


1937 1938 


Net Income 
20,000.00 (10,000.00) (5,000.00) 10,000.00 


1939 1940 


Officers’ Compensation 


A. 6,000.00 6,000.00 9,000.00 
B. 6,000.00 5,000.00 6,000.00 
C. 6,000.00 5,000.00 6,000.00 
D. 6,000.00 4,800.00 6,000.00 
E. 
F. 8,000.00 7,000.00 9,000.00 

50,000.00 32,000.00 27,800.00 36,000.00 

Rent 
9,000.00 14,000.00 16,000.00 15,000.00 10,009.00 8,000.00 


Analysis of the Problem 


1. The corporation commenced business immedi- 
ately prior to the beginning of the base period and 
falls within the purview of Section 722 (b) (4)—‘‘The 
taxpayer * * * * * immediately prior to the base 
period commenced business”. 


2. The taxpayer could not have reasonably devel- 
oped to the full its sales organization, supply sources, 
and customers, in the normal nature of things, in the 
initial years of its business existence, which existence 
began immediately prior to the base period as meas- 
ured by the lapse of time. The income earned for the 
year 1936 is deemed normal, but as indicated by the 
subsequent earnings, the changes that took place 
arrested the normal growth during the base period. 


3. The taxpayer lost its main profitable supplier 
during the base period and the time lag to obtain 
another and commensurable earnings therefrom re- 
sulted in the loss of earnings during the base period 
within the scope of Section 722 (b) (1). 


4. The taxpayer’s forcible removal from its orig- 
inal quarters to other quarters substantially more 
expensive, which it was forced to take under the 
emergency, brings it within the purview of Section 
722 (b) (1). 

5. The long-term undertaking which took a sub- 
stantial part of the time and effort of the income- 
producing personnel to the detriment of the business 
otherwise prosecuted, nonetheless was a provident 


[Continued on page 316] 
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THE EFFECT OF “DEFICIT” ON INVESTED CAPITAL—Continued from page 302 





distributions exists, equity invested capital need not 
be reduced since, as heretofore mentioned, a deficit 
need not be deducted. However, the converse situa- 
tion apparently does require an adjustment under 
Section 718(b)(1). Thus, if a deficit in accumulated 
earnings and profits existed at the beginning of some 
prior year (especially after 1936), and thereafter divi- 
dends were paid during a taxable year out of the earn- 
ings and profits of such year, literally Section 718(b) (1) 
would require that equity invested capital be reduced 
by the amount of the dividend payment, even though 
the accumulated deficit was never restored out of 
earnings. The theory being that such distribution in 
a prior year would not be, in the language of the 
statute,” * * * out of accumulated earnings and 
profits; * * *”, 

This rather anomalous, as well as inequitable, re- 
sult, whereby equity invested capital must be reduced 
in one case but not in the other depending solely upon 
whether the deficit in accumulated earnings and prof- 
its exists before or after the distribution of earnings 
to stockholders, should be obviated since it is incon- 
ceivable that the Congress intended such a result. 
Section 718(b)(1) should be amended to provide that 
distribution out of earnings and profits of the taxable 
year do not have the effect of reducing equity invested 

capital merely because a deficit exists at the begin- 
ning of the year. The inconsistency of such a literal 
interpretation of section 718(b)(1) is that distribu- 
tions to stockholders out of current year’s earnings 
is legally possible under state law, even though a 
deficit exists at the beginning of the taxable year; 
and. since 1936, such payments are taxable to the re- 
cipient stockholders on the theory that the dividends 
constitute distributions of earnings. In other words, 
since the concept of earnings and profits for excess 
profits taxes is the same as for the purpose of the 
income tax, a taxable distribution to stockholders 
Should only affect accumulated earnings and profits, 
if any, and should not be considered as a distribu- 
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tion “* * * not out of accumulated earnings and 
profits; * * ©. 

Such a result would be consistent with the theory 
that equity invested capital is not to be reduced by 
a deficit, nor increased by earnings and profits until 
the deficit is restored. Thus, so long as a deficit ex- 
ists the accumulated earnings and profits for purposes 
of the credit should be zero, and current taxable dis- 
tributions to stockholders out of earnings would 
affect neither the existing deficit nor equity invested 
capital. It would merely mean that deficit is not be- 
ing restored out of current earnings. Accordingly, 
it would be immaterial, in point of time, when the 
deficit exists so long as the distributions were out 
of earnings and profits. 

If this interpretation is correct without a change 
in the statute, or if the statutory provision should be 
clarified in this regard, then some consideration 
should also be given to clarifying the 60-day provi- 
sion as set forth in Section 718(c)(2) and the provi- 
sions of Section 718(b)(2). Subsection (c)(2), as 
heretofore pointed out, provides that dividends paid 
during the first 60 days shall be deemed to have been 
paid on the last day of the preceding taxable year to 
the extent of the accumulated earnings and profits on 
that day; whereas subsection (b)(2) provides that 
equity invested capital shall be reduced by distribu- 
tions previously made during the taxable year which 
are not out of earnings and profits of such taxable 
year. Ifa deficit exists at the beginning of the year 
then it would seem that the 60-day rule would be 
inoperative; and where distributions are made 
throughout the taxable year from earnings of that 
year it should be made absolutely clear that distri- 
butions chargeable to current earnings do not have 
the effect of reducing invested capital either for the 
current year or in subsequent calculations at which 
time the current year has become a prior year. 


[The End] 
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1936 


1939 
1940 


undertaking because prospectively remunerative, but 
one which during the experimental and formulative 
stages was non-income-producing. This appears to 
qualify the corporate taxpayer for relief under Section 
722 (b) (2) and perhaps the omnibus provision of 
Section 722 (b) (5), namely “Any other factor affect- profits tax net income. 
ing the taxpayer’s business which may reasonably 
be considered as resulting in an inadequate standard 
of normal earnings during the base period and the 
application of this section to the taxpayer, would not 


Explanation 


1937 _.. 
1938 ... 








RECONSTRUCTED EXCESS PROFITS TAX NET INCOME 





Net Income as shown on the books and the tax returns. 
Net Income that would have been realized if the taxpayer 
had not lost the business of the Y Corp. before it developed 
another connection of comparative profitableness. 


937 1938 1939 
Ee es 100,000.00 100,000.00 
Less Expenses (excluding off- 
cers’ compensation) 70,000.00 70,000.00 70,000.00 
30,000.00 30,000.00 30,000.00 
Less officers’ compensation ap- 
plicable thereto (see D) ... 18,000.00 22,200.00 14,000.00 
(D-1) (D-2) (D-3) 
12,000.00 7,800.00 16,000.00 
(B-1) (B-2) (B-3) 
Excess of Abnormal 
Normal Abnormal Rent over Average 
Rent Rent Normal Rent 
96 ................ Fae 
 wiabah obmadeo Es 14,000.00 (C-1)5,000.00 
1938 sc hghbeeis 16,000.00 (C-2)7,000.00 
1939 “3 re 15,000.00 (C-3)6,000.00 
Te hice. ie 
ra ee 8,000.00 
Aggregate Normal Rent 27,000.00 
Average Normal Rent.. 9,000.00 
Deficiency of 
Subnormal 
Compensation 
Normal Subnormal Under Average 
Compensation Compensation Normal 
to Officers to Officers Compensation 
50,000.00 
32,000.00 (D-1)18,000.00 
27,800.00 (D-2)22,200.00 
36,000.00 (D-3) 14,000.00 
50,000.00 


Aggregate Normal Compensation 100,000.00 
Average Normal Compensation. . 50,000.00 


July, 1944 e TAXES—tThe Tax Magazine 


be inconsistent with the principles underlying the 
provisions of this subsection and with the conditions 
and limitations enumerated therein.” 

From the foregoing the subjoined may be a reason- 
able method of computing the constructive excess 


The method, modality and computation employed 
are not intended to be regarded as dogma. They are 
rather indicated as an approach to an unchartered 
course in an unsailed sea of tax legislation. 


1936 1937 1938 
(A) Net Income .... 20,000.00 (10,000.00) 000.00 
(B) Net Income from Y Corp..... (B-1) 12,000.00 (B-2) 7,800.00 (B-3) 
(C) Abnormal Rent... qe yer (C-1) 5,000.00 (C-2) 7,000.00 (C-3) 
(D) Officers’ Compensation attribut- 
able to long-term undertaking 
before the undertaking became 
income-producing .......... (D-4) 10,000.00 (D-5) 8,600.00 (D-6) 
20,000.00 17,000.00 28,400.00 





1939 
10,000.00 
16,000.00 

6,000.00 


11,000.00 
43,000.00 
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The taxpayer must make its application for relief 
on Form 991. 

A field examination of the claim is made by the 
Internal Revenue Agent. The Agent and the tax- 
payer may agree on the claim. If they do, the agree- 
ment is then reviewed by the Agent-in- -Charge. 

If the claim is in excess of $20,000, the agreement 
must be reviewed by the Chief Counsel. 

If the claim is in excess of $75,000, the refund must 
be reported to the Joint Committee on Internal Rev- 


If the Agent and taxpayer cannot agree, then 
1. an informal conference between the three con- 
ferees and the taxpayer is had; 

2. if the conference does not produce an agreement, 
the taxpayer may request a formal conference; 

3. if the formal conference does not result in an 
agreement the matter is referred to the Technical 
Staff and a hearing; 

4. if the Technical Staff and taxpayer can arrive at 
no agreement the matter may be taken to the Tax 





enue Taxation. Court for redetermination. [The End] 
Officers’ compensation attributable to the long-term 
undertaking with the Z Corp. before the under- 
taking became income-producing: ; 
1937 1938 1939 
Salary Salary Salary 
Paid Paid Paid 
Attribut- Attribut- Attribut- 
able to able to able to 
Salary Under- Salary Under- Salary Under- 
Paid taking Paid taking Paid taking 
with with with 
Z Corp. Z Corp. Z Corp. 
Officer A . 6,000.00 6,000.00 9,000.00 
33144% of A’s salary. . 2,000.00 2,000.00 3,000.00 
Ss ae aera 6,000.00 5,000.00 6,000.00 
90% of B’s - salary iach 5,400.00 4,500.00 5,400.00 
Officer C . eae ae 6,000.00 5,000.00 6,000.00 
10% of C’s salary. en 600.00 500.00 600.00 
Officer D . 6,000.00 4,800.00 6,000.00 
334% of D’s salary. . 2,000.00 1,600.00 2,000.00 
Officers E and F. 8,000.00 7,000.00 9,000.00 
devoted no time to the Z Corp. 
undertaking ... Ste eked 
Total Executive Salaries. . 32,000.00 27,800.00 36,000.00 
Total Salaries Paid for activity 
which produced no income dur- 
ing the taxable year 10,000.00 8,600.00 11,000.00 
(D-4) (D-5) (D-6) 
Column 1 Column 2 Column 3 Column 4 
1936 1937 1938 1939 
Reconstructed Income . oe a] 20,000.00 17,000.00 28,400.00 43,000.00 
-rinatidn. xi piri-eage be crscororipssales a hes te- TT ORO LE Ee 108,400.00 
Increase in the lowest year in the base period 
(Section 713 (e) (1): 
Net Aggregate Columns 1, 
| Sepa errs 91,400.00 
Net Average .... 30,466.66 
Income in lowest year (1937) 17,000.00 
I oe 5 ie ed a ee aed a Ae ke Re eee SD eee pe eek ee ae 13,466.66 
er te hg ig ae oat ag bn nae eas ar Ae hs eu eee ama es 121,866.66 
Average Base Period Net Dee Ens PL. nw 2 oi oe we ee wo i Sh a ees 30,466.66 
W thin the principles set forth herein, upon the facts of the case, the application of 
the “Growth Formula” is proper. 
Be Rr reer ay eta tae 71,400.00 71,400.00 
Pun I © ME hy ik bs cv be kaise ha ee ded as ant ee ew te dieene te 37,000.00 
ed cara Say eld olin os omer ahs PGE Yd ae DARA ee oe ee 34,400.00 
I ie ae wo ot od on no xh Gh ds TERE RRA Rape ed OR eee 17,200.00 
Mo <5 eciemeentninb ew ca yee bee nse ae enc ne aie en ee 88,600.00 
Average (Total divided by 2)... 44,300.00 
The average base period net income of $44,300.00 is 5 greater than the highest e: excess s profits net 
income for a taxable year in the base period, to wit, greater than the 1939 income of $43,000.00, 
which is the highest income in the base period ; therefore, under Section 713 (f) (6) the aver- 
age base period net income is limited to such highest income............................. 43,000.00 
ee ee ee ee ee 40,850.00 
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RESERVES A 


The author, a New York City attorney, comments: 
“Eight years ago we ventured the suggestion that the 
United States Supreme Court might some day focus the 
light of reality upon the inter vivos trust and might some 
day accord judicial recognition to the fact that the mone- 
tary value of secondary life estates and remainders in- 
creases as the primary life tenant becomes older and finally 
dies. And that the principles of May v. Heiner and the 
St. Louis Union Trust Company cases might be reexamined 
and reversed by a court which did not feel itself bound by 
legal theories clearly at variance with actuality.” 


death of the settlor of property irrevocably 

transferred by inter vivos trust was the consti- 
tutional prohibition against a direct property tax.’ 
Congress could tax inter vivos and testamentary trans- 
fers, measuring the tax by the value of the property 
transferred, but a transfer had to be found in order 
to support the tax. To this constitutional prohibition 
was added the limitation imposed by the court that an 
estate tax could not be levied on the transfer unless 
it was testamentary in character. Congress, said the 
court, may not label as testamentary a transfer com- 
pleted inter vivos.? Legislation alone could not recog- 
nize for estate tax purposes the fact that the death of 
the life tenant increases the value of the remainder 
or that the death of the remainderman increases the 
value of the contingent remainder, since the estate 
tax needed a testamentary transfer under the court’s 
decisions; increase in value was not sufficient.’ 


May v. Heiner * involved the taxation of the corpus 
upon the death of the settlor who had reserved a sec- 
ondary life estate. The court held that the inter vivos 
transfer of the corpus, with such life estate reserva- 
tion, “was not testamentary in character” and there- 
fore not liable to an estate tax. Helvering v. St. Louis 
Union Trust Co.® involved the taxation of the corpus 
upon the death of the settlor who had reserved the 
remainder conditioned upon his survival of the life 
tenant. The court looked for and failed to find a 
“transfer” occurring at the death of the settlor; it 
found only a transfer completed inter vivos which, said 
the court, could not be taxed under the estate tax provi- 
sions of the Revenue Act. In Becker v. St. Louis Union 
Trust Co.® the court said that the settlor’s expressed 
retention of such remainder was merely proof of his 
recognition of the “completeness of the transfer” inter 


"Tacs chief obstacle in the way of taxation at the 





1U. S. Constitution, article I, sections 8, 9; Pollock v. Farmers’ 
Loan & Trust Co., 157 U. S. 429 (1895), 158 U. S. 601 (1895). 

2 Helvering v. Helmholz, 296 U. S. 93 (1935) [36-1 ustc { 9003]; 
Heiner v, Donnan, 285 U. S. 312 (1932) [3 ustc 9913]. In Klein v. 
U. 8., 283 U. S. 231 (1931) [2 ustc f 706], it was held that the reser- 
vation of the remainder made the inter vivos transfer ‘‘incomplete”’ 
and therefore subjected the corpus to an estate tax upon the settlor’s 
death. No trust was in fact created or trustee involved. 

3 There were a few exceptions, In Tyler v. U. S., 281 U. S. 497, 
503 (1930) [2 ustc {| 532], the validity of an estate tax upon the 
property owned by the decedent and another as tenants by the 
entirety was held to turn upon whether ‘‘death has brought into 
being or ripened for the survivor, property rights.’’ A ‘‘transfer’’ 
was declared to be unnecessary. 

* 281 U. S. 238 (1930) [2 ustc f 519]. 

5 296 U. S. 39 (1935) [36-1 ustc 9005]. 

296 U. S. 48 (1935) [36-1 ustc {§ 9006]. Remainders not condi- 
tioned upon survivorship but payable to the remainderman even if 
he predeceases the life tenant are not discussed in this article. Such 
interests are assets of the remainderman’s estate and are taxed 
accordingly. They represent property which will eventually reach 
the remainderman’s heirs and devisees. 


318 


WHEN THE SETTLOR OF A TRUST 


By EMILY MARX 


LIFE ESTATE 


vivos. Far from subjecting the corpus to an estate 
tax upon the settlor’s death because of such reserva- 
tion “the provision that the trust estate shall ‘revert’ 
in case of the predecease of the beneficiary removes 
any doubt as to the completeness of the transfer, if 
otherwise there would be any.” 


But settlors who sought to pay gift taxes on less 
than the entire corpus transferred inter vivos con- 
vinced the court that reservations of life estates and 
remainders did result in the transfer of less than the 
corpus. Some interest in the corpus remained, no 
matter how “complete” the transfer. In Commissioner 
v. McLean’ it was held that the value of the reserved 
contingent remainder might be deducted in comput- 
ing the gift tax payable on the corpus. In Robinette v. 
Helvering * it was held that the value of the reserved 
contingent remainder could be deducted in computing 
the gift tax payable on the corpus, if such value was 
computable by any recognized method of monetary 
evaluation. In Commissioner v. Marshall ® it was held 
that the value of the reserved remainder conditioned 
on survivorship could be deducted in computing the 
gift tax payable on the corpus. The Commissioner 
voluntarily permitted the value of the reserved life 
estate to be deducted from the corpus for gift tax 
purposes *°. Thus the operation of the gift tax gave 
irrefutable proof that an inter vivos trust in which the 
settlor reserved some interest, however contingent, 
did not in fact transfer the entire corpus. 


The factual situation involved in May v. Heiner 
illustrates how far astray from reality the search for a 
“transfer testamentary in character” had lead the 
court. Had the trust there involved been created 
subsequent to the enactment of the gift tax, the settlor 
would have paid a gift tax on the corpus less the value 
of the reserved life estate. Assuming that $100,000 
was transferred in trust and that the settlor was 50 
years of age when the trust was created, a gift tax 
would have been paid on only $48,191 of the $100,000 
transferred. The remaining $51,809, representing the 
value of the reserved life estate, would have been free 
of gift tax because retained by the settlor; and free 
of estate tax when the remainderman came into pos- 
session because the inter vivos transfer “was not testa- 
mentary in character.” Mathematical computations 
show a similar tax free transfer under the St. Louis 
Union Trust decisions. Assuming a transfer of $100,000 
in trust, with remainder to the settlor upon his sur- 
vival of a 50-year-old life tenant, a gift tax would 
have been payable on only $49,881 of that $100,000, 
being the value of the life estate. The balance of 
$50,119, representing the remainder reserved by the 
settlor, would have been transferred free of gift tax”; 
and would have reached the contingent remainderman 





7127 Fed. (2nd) 942 (CCA Sth, 1942) [42-1 ustc { 10,170], approved 
in Smith v. Shaughnessy, 318 U. S. 176, 181 n. (1943) [43-1 usTC 
§ 10,013]. Compare the statement in Burnet v. Guggenheim, 288 
U. S. 280, 286 (1933) [3 ustc § 1043], that a transfer to trustees with 
directions ‘‘to hold for the use of the grantor’’ is not covered by 
the present gift tax legislation. 

8 318 U. S. 184 (1943) [43-1 ustc J 10,014]. 

9125 Fed. (2nd) 943 (CCA 2nd, 1942) [42-1 ustc { 10,132], cert. 
denied 317 U. S. 657 (1942). 

1° Code of Federal Regulations, Title 26, section 85.19. 

11 See cases cited under notes 7, 8 and 9. 
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iree of estate tax upon the settlor’s death. Actually, 
the settlors in May v. Heiner and in the St. Louis Union 
Trust cases transferred inter vivos the full corpus and 
not the corpus less the reserved life estates or re- 
mainders. Actually, the life estates were not carved 
out of the corpora transferred; neither were the 
remainders. When the corpus of an inter vivos trust 
consists of depreciable personalty, it is of course true 
that the use of the life tenant is carved out of the 
corpus.!? But when the corpus consists of securities 
and cash, the income to which the life tenant is en- 
titled is not paid out of the corpus. When $100,000 
is transferred in trust, the trustee receives $100,000; 
the settlor who reserves a life estate retains no part 
of that $100,000 but only the right to the income 
therefrom. Yet a 50-year-old settlor who reserves a 
life estate is permitted to transfer $51,809 of that 
$100,000 free of gift tax on the theory that the life 
estate is carved out of the corpus. And the settlor 
who reserves the remainder in the event of his sur- 
vival of a 50-year-old life tenant, is permitted to trans- 
fer $50,119 out of a $100,000 corpus free of gift tax on 
same theory. It is surprising that the court continued 
for such a long time to permit such sums to pass to 
the remainderman and contingent remainderman un- 
taxed. To nullify the effect of May v. Heiner, Congress 
amended the revenue act by imposing an estate tax 
on the corpus of inter vivos transfers in which the 
decedent had reserved a life estate.* But the neces- 
sity for finding a testamentary transfer on which to 
base an estate tax still remained. 


Helvering v. Bullard 


The first step in the solution of the problem was 
taken by the court in Helvering v. Bullard.* There the 
court upheld an estate tax on the corpus of an irre- 
vocable inter vivos trust in which the settlor reserved 
a life estate by calling the tax a “gift” tax levied at 
the time of the settlor’s death.’* The obvious purpose 
of such an inter vivos trust, said the court, is to avoid 
estate taxes.2® Congress has merely exercised its right 
to tax gifts reserving a life estate at a different rate 
than gifts without such reservation and “it is of no 
significance that the exaction is denominated an estate 
tax or is found in a statute purporting to levy an 
estate tax”.27 But Helvering v. St. Louis Union Trust 
Co. had established the rule 7* that section 811 (c) of 
the Internal Revenue Code—imposing an estate tax 
on certain inter vivos transfers— could not be sep- 
arated from section 810, “the substantive provision of 
the act which imposes the (estate) tax” and that 811 


12 An automobile given in trust with life estate to A and remainder 
to B is an example of a trust in which the life tenancy must be 
carved out of the corpus in order to determine the value of the 
property given to B. 

The Joint Resolution of March 3, 1931 (46 Stat. 1516) first im- 
Posed such a tax. It was again imposed by section 803 (a) of the 
Revenue Act of 1932 and now appears as section 811 (c) of the 
Internal Revenue Code. No effort was made to legislate against the 
result of the St. Louis Union Trust cases and reach the reserved 
remainders, as was pointed out in the Helvering v. Hallock dissent. 

4 303 U. S. 297 (1938) [38-1 ustc f 9139]. 

% The gift tax is levied upon ‘‘the power to give the property 
owned to another’’ inter vivos. Bromley v. McCaughn, 280 U. S. 
124, 136 (1929) [1 ustc § 438]. The estate tax is levied ‘‘on the right 
to transmit, or on the transmission’’ by death. N. Y. Trust Co. v. 
Eisner, 256 U. S. 345, 349-350 (1921) [1 ustc J 49]. 

“The legal right of a taxpayer to decrease the amount of what 
otherwise would be his taxes or altogether avoid them, by means 
which the law permits, cannot be doubted.’’ Gregory v, Helvering, 
293 U. S. 465, 469 (1935) [35-1 ustc {| 9043]. 

7 303 U. S. 301 [38-1 ustc | 9139]. Compare Chief Justice Stone’s 
dissent in Heiner v. Donnan: ‘‘Congress has power to select * * * 
certain gifts to be taxed as estates are taxed.”’ 

It has been suggested that no ‘‘rule’’ is established by 5-4 de- 
cisions, such as the St. Louis Union Trust decisions. Central Na- 
tional Bank v. U. 8., 41 Fed. Supp. 239, 247 (Ct. Claims, 1941) [41-2 
ustc J 10,101]. 





When the Settlor Reserves a Life Estate 


(c) could operate only on transfers which were testa- 
mentary in character. Therefore, the Bullard opinion 
went further and found that Congress has the author- 
ity “to treat as testamentary, transfers with reserva- 
tion of a power or interest in the donor”.’® The court 
made no reference to the prior decisions which it thus 
overruled, to May v. Heiner which found that the 
reservation of a life estate did not make the inter vivos 
transfer testamentary in character or to the St. Louis 
Union Trust cases which found nothing testamentary 
in inter vivos transfers reserving the remainders. The 
Bullard decision did not fit into the substantive law of 
trusts. A gift tax levied at the time of death upon the 
theretofore untaxed portion of the property trans- 
ferred inter vivos would have caused no confusion 
although, as the court pointed out, Congress had 
placed it in the estate tax sections of the revenue act. 
But the tax that Congress called an estate tax and the 
Bullard opinion called a gift tax was levied on the 
entire corpus and not alone on the reserved life estate. 
The value of the corpus at the time of death measured 
the tax, thus subjecting to “gift” tax corpus gains in 
which the deceased settlor who had retained a life 
estate never had an interest.” Six years before the 
Bullard opinion, the court had flatly refused to call the 
estate tax on an inter vivos transfer a “gift” tax 
because 

“If it be a gift tax, it, nevertheless, is based, not upon the 
transfer of the gift, but upon the transfer of the estate;—and 
upon the value of the estate, and not that of the gift. Obviously 
these are bases having no relation whatever to the gift. More- 
over, the value of the gift is not to be determined as of the 
time when made, but, considered as a part of the estate, is to 
be fixed as of the date of the decedent’s death—a condition so 
obviously arbitrary and capricious as, by itself, to condemn 
the tax, viewed as a gift tax, as violative of due process. It is 
to be paid by the beneficiaries of the decedent, although it is 
impossible for them to share in the gift which has passed 
beyond recall. It is, therefore, a contribution to the govern- 
ment exacted of one person, based pro tanto upon the wealth 
of another. * * * There is no rational ground for measuring 
the tax, considered as a gift tax and not as a death tax, by the 
value of an estate coming into being after the gift has become 
complete and irrevocable, and of which the gift comprises no 


part.” 

Obviously, the Bullard decision stood on more solid 
ground if construed as a reversal of the court’s prior 
rulings that*such inter vivos trusts were not testa- 
mentary transfers. “Congress may not label a transfer 
as testamentary which is not testamentary”, and “may 
not so designate an inter vivos gift, title under which 
vests in the beneficiaries at the time of the crea- 
tion” **; but no power on earth can stop the United 
States Supreme Court from so doing. 


Supreme Court’s Prerogative 


Helvering v. Hallock * presented the opportunity 
for the exercise of such prerogative. On facts almost 
identical with those involved in the St. Louis Union 
Trust cases, the court held that the entire inter vivos 





19 303 U. S. 301-302 [38-1 ustc J 9139]. 

2° Two years later Judge Roberts, who wrote the Bullard opinion, 
dissented in Helvering v. Hallock. Said he, if A creates an inter 
vivos trust with life estate to A and remainder to B; ‘‘B is at once 
legally invested with the principal. A’s life estate ceases at his 
death. Nothing then passes. There is no tax imposed by the 
statute because there is no transfer.’? It seems strange, therefore, 
that the Bullard estate was obliged to pay a second ‘“‘gift’’ tax 
measured by the value of property ‘“‘legally invested’’ in the re- 
mainderman when the trust was created and which, at Mr. Bullard’s 
death, included corpus profits at all times belonging to the remain- 
derman. 

21 Heiner v. Donnan, note 5, at page 332. Justices Stone and 
Brandeis dissented; Judge Cardozo took no part in this or in the 
Bullard decision. 

22 Helvering v. Bullard, 90 Fed. (2nd) 144, 150 (CCA 7th, 1937) 
[37-1 ustc {| 9305], reversed 303 U. S. 297 (1938) [38-1 ustc {] 9139]. 

23 309 U.S. 106 (1940) [40-1 ustc {| 9208]. 
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transaction was testamentary in character. Mr. Hal- 
lock had reserved the remainder after a life estate to 
his wife, with contingent remainder to his children in 
the event that he should predecease his wife. Mr. 
Hallock’s death removed the contingency that had 
hung over his children’s estate during his life, said 
the court.** The purpose of the trust was to transmit 
property to Mr. Hallock’s children upon his death— 
clearly a testamentary purpose, giving to the inter 
vivos transfer a plain testamentary character. The St. 
Louis Union Trust cases were specifically overruled 
in the Hallock opinion. Now, an irrevocable inter vivos 
trust, “title under which vests in the beneficiaries at 
the time of the creation”, may be a testamentary 
transfer for estate tax purposes. Although the Hallock 
opinion does not so state, only the reserved remainder 
was taxed; the value of the life estate to Mr. Hallock’s 
wife was conceded by the Commissioner to be de- 
ductible from the corpus.”® Therefore, there was taxed 
only the portion of the corpus that would have been 
transferable free of gift tax.2* The result of the 
Hallock decision is not at variance with the substan- 
tive law of trusts, which recognizes the ownership of 
the remaindermen. Mr. Hallock’s estate was taxed 
on property that he owned up to the moment of his 
death, i. e., the remainder. Fitting the taxation of this 
property into a tax “on the right to transmit, or on 
the transmission” by death was, of course, impos- 
sible.27 The solution adopted by the court—labelling 
the original inter vivos trust by which the property 
was transmitted to the beneficiaries including the 
contingent remaindermen as a testamentary transfer 
—was the only method possible. Such a solution 
covers also the reserved remainder which is contin- 
gent in wording but in effect gives the corpus to the 
remainderman only upon the settlor’s death.”§ 


Still awaiting solution, however, is the situation 
presented when only a contingent remainder is re- 
served and the unconditional vesting of the preceding 
remainder is not related to the settlor’s death. For 
gift tax purposes it has been recognized that the 
settlor who reserves a contingent remainder transfers 
less than the entire corpus.*® Upon the death of such 
a settlor, no estate tax is payable on the corpus or on 
any part of the corpus.*® Although the Hallock deci- 





* Compare Binney v, Long, 299 U. S. 280, 288 (1936), holding that 
contingent remaindermen acquire their interests upon the death of 
the remaindermen and may therefore be taxed retroactively under 
a state succession tax, while vested remaindermen may not be so 
taxed since their interests are acquired when the trust instrument 
is executed. 

% Central National Bank v. U. 8S. Compare Commissioner v. 
Schwarz, 74 Fed. (2nd) 712 (CCA 2nd, 1935) [35-1 ustc J 9053], which 
anticipated the Hallock decision and expressly permitted deduction 
of the life estate. See, also, Code of Federal Regulations, Title 26, 
section 80.13: ‘“There should be included (in the gross estate) the 
value of the reversionary interest retained by the decedent, which 
* * * in case of his prior death passes to others.”’ 

2% There might have been a slight overlapping if a gift tax had 
been paid on the transfer, represented by the value of the contin- 
gent remainder. 

7 The trust instrument creates the contingent remainder, which 
comes into possession upon the failure of the preceding remainder. 
Nothing ‘‘passes’’ from the remainderman to the contingent re- 
mainderman. The Hallock decision does not hold to the contrary. 

23 Klein v. U. S8., footnote 2. No express trust was created; but 
in the Hallock case the Court considered Klein to have involved a 
transfer by trust. . 

2° Cases cited in notes 7 and 8. 

%® McCormick v. Burnet, 283 U. S. 784 (1931) [1931 CCH  { 9165]. 
See, also, Code of Federal Regulations, Title 26, section 80.13: 
‘‘Nothing should be included (in the gross estate) on account of a 
contingent remainder in the case the contingency does not happen 
in the lifetime of the decedent, and the interest consequently lapses 
at his death.”’ 

In Commissioner v. Kellogg, 119 Fed. (2nd) 54, 56 (CCA 3rd, 
1941) [41-1 ustc { 10,041], it was held that a contingent remainder 
to the settlor with the preceding remainder not conditioned upon 
the settlor’s death was not within the Hallock case. 
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sion contained dictum to the contrary,*! there is a 
factual difference between a retained remainder and 
a retained contingent remainder. The value of the 
remainderman’s estate is not increased or decreased 
when the contingent remainderman dies.*? Such a 
transfer may continue to retain its non-testamentary 


character and be reached by an extension of the 
gift tax. 


The Due Process Clause 


If inter vivos trusts reserving a life estate or a re- 
mainder to the settlor are testamentary transfers, 
there would seem to be no reason why they should 
not be taxed at the death of the settlor irrespective 
of the date of the inter vivos transfer. Hassett v. 
Welch** posed the question for a trust in which the 
settlor reserved a life estate; but the court left the 
question unanswered, preferring to base its decision 
on a finding that the taxing legislation did not so 
provide.** In the path of such taxation, should it be 
exacted, is the due process clause of the Constitution 
and decisions of the court whch must be overruled or 
differentiated. The Chief Justice once said: 

“This Court has held the taxation of gifts made, and com- 
pletely vested beyond recall, before the passage of any statute 
taxing them, to be so palpably arbitrary and unreasonable as 
to infringe the due process clause. * * * The point was 
stressed, as the basis of the decision, that the nature and amount 
of the tax burden imposed could not have been understood 
and foreseen by the taxpayer at the time of the particular 
voluntary act which was made the occasion of the tax.” *® 

But this rule may not apply to the taxation of estates 
at death because “A legislative declaration that a 
status of the taxpayer’s creation shall, in the appli- 
cation of the tax, be deemed the equivalent of another 
status falling normally within the scope of the taxing 
power, if reasonably requisite to prevent evasion, does 
not take property without due process.” ** The court 
having ruled that the reservation of a life estate ** and 
the reservation of the remainder ** make an inter vivos 
transfer testamentary in character, the way would 
seem to be open for retroactive legislation, levying an 





%In N. Y. Life Ins. & Trust Co. v. Winthrop, 237 N. Y. 93, 103 
(1923), Judge Cardozo questioned the usefulness of the distinction 
between vested and contingent remainders, None of the cases 
before the Court in Helvering v. Hallock involved reserved contingent 
remainders; in each trust discussed by the Court, the estate reserved 
by the settlor was the remainder after termination of the pre- 
ceding life estate. 

2 A creates an inter vivos trust with life estate to B, remainder 
to C, contingent remainder to A in the event that C predeceases B. 
A’s death during the life tenancy would have no effect upon the 
estate granted to C, the remainderman. But if the trust created by 
A gave a life estate to B, remainder to C in the event that he sur- 
vives A, contingent remainder to A, the estate granted to C is in 
fact a contingent rather than a vested remainder, the vested re- 
mainder being in A, the settlor, Section 40 of the New York Real 
Property Law defines a remainder as ‘‘vested’’ ‘‘when there is a 
person in being, who would have an immediate right to the pos- 
session of the property, on the determination of all the intermediate 
or precedent estates.’’ A remainder to which C is not entitled unless 
he survives the settlor in addition to surviving the life tenant, is 
obviously not a ‘‘vested’’ remainder under the New York statute. 

33 303 U. S. 303 (1938) [38-1 ustc f 9140]. 

% Hughes v. Commissioner, 44 BTA 1196, 1202 (1941) [CCH Dec. 
12,033] upheld such retroactive taxation on the corpus of an inter 
vivos trust with reservation of a life estate. The Board thought 
that the Hallock decision overruled Hassett v. Welch. But the 
Board reversed itself when it became a Court. Bradley v. Commis- 
sioner, 1 T. C, 518, 527 (1943) [CCH Dec. 12,944]. Brewer v. Has- 
sett, 49 Fed. Supp. 501 (Mass., 1943) [43-1 ustc § 10,032], refused to 
permit an estate tax on a pre-Joint Resolution inter vivos trust with 
life estate reserved to a 78-year-old settlor. To the same effect is 
N. Y. Trust Co. v. U. S8., 51 Fed. Supp. 733 (Ct. Claims, 1943) 
[43-2 ustc {| 10,068]. 

3% Milliken v. U. S., 283 U. S. 15, 20-21 (1931) [2 ustc § 681]. 

36 Helvering v. City Bank Farmers Trust Co., 296 U. S. 85 (1935) 
[36-1 ustc J 9001], holding that Congress may treat as ‘‘testamentary 
in character’ an inter vivos trust reserving a power of revocation 
to be exercised jointly with life beneficiary and remainderman. 

*% Helvering v, Bullard, note 14. 

38 Helvering v. Hallock, note 23. 
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profits tax due estate tax on the corpus of such trusts, 
no matter when the trust property was transferred. 


Remainder Unmarkatable During Life Insurance 


How far the Bullard and Hallock decisions will be 
stretched cannot be prophesied.*® Already it has been 
intimated that the doctrine of resulting trusts would 
be applied to mutual trusts, so as to treat as settlor 
the deceased life tenant or remainderman for whom an 
inter vivos trust was established by another.*® For- 
tunately, estate taxes are limited to property owned 
or testamentarily transferred by the decedent; other- 
wise there might be no limit to the property on which 
an estate tax could be levied. Helvering v. Hallock did 
not hold that the reserved remainder was transmitted 
to the contingent remainderman by the settlor’s death, 
for which proposition it is sometimes cited. It merely 
supplied the testamentary label to transfers which take 
advantage of the substantive law of trusts to transmit 
property inter vivos with full, unconditional owner- 
ship postponed until the settlor’s death. The transfer 
that the Hallock opinion found to be testamentary was 
the transfer from the settlor to the trustee, not the 
increased rights acquired by the contingent remain- 
derman when the remainderman’s death removed 
the contingency. As we have already suggested, there 
would have been no need for such a testamentary 
label, if all settlors had been willing to pay a gift tax 
on the entire property transferred inter vivos without 
deduction for interests reserved to themselves. But 
Helvering v. Bullard, taxing to the estate of the settlor 
who reserved a life tenancy the value of the corpus 
which he ceased to own and which he never could 
own after the inter vivos transfer, will continue to 
confuse the experts.*! Of course, the transfer is testa- 
mentary in character and in result. But the practical 
effect of the Bullard decision is to render the remainder 
unmarketable during the life tenancy. A creates an 
inter vivos trust of a vacant lot in New York City, 
reserving a life estate for himself with remainder to 
X and his heirs. At the time that the trust is created 
the lot has a market value of $10,000. A pays a gift 
tax on the transferred property, computed on $10,000 
less the reserved life estate. X sells his interest for 
$5,000 a few years later. The purchaser improves the 
lot and the surrounding property, increasing its value 
so that, upon A’s death, the value of the land that A 
transferred in trust is $500,000. Under Helvering v. 
Bullard, A’s estate must pay an estate tax on this 
$500,000. If A’s executor refuses and A’s estate is 
judgment-proof, X is personally liable for this tax. 
And because a purchaser of the remainder after a re- 
served life estate must be presumed to know that a 
“postponed gift tax” becomes payable when the life 
tenant dies, the estate tax will be a lien on the prop- 
erty.*? The amount of the lien will remain undeter- 
mined for the duration of the trust. It may also result 
in real hardship to the settlor’s surviving family. A, 
being about to remarry, transfers $30,000 to a trustee, 
reserving a life estate for himself, with remainder to 





* A testamentary transfer can be made only by a will executed 
and enforced in accordance with state statutes. Deyo v. Adams, 178 
Misc. 859 (1942). Are we approaching the day when the inter vivos 
trust agreement that is testamentary in character no longer trans- 
fers property rights and interests? 

® Lehman v. Commissioner, 109 Fed, (2nd) 99 (CCA 2nd, 1940) 
[40-1 ustc | 9198], cert. denied, 310 U. S. 637 (1940). 

“ “Tt requires the most painstaking analysis to make any head- 
Way in understanding’ the estate tax provisions dealing with inter 
ree trusts. Paul, Federal Estate and Gift Taxation, vol. 1, p. 283 

oe. 

“Code of Federal Regulations, Title 26, section 80.79; Internal 
Revenue Code, sec. 827 (b). 


When the Settlor Reserves a Life Estate 


his then living children and their heirs. His motive 
is to free his property from the dower rights of his 
prospective wife and claims of children of his second 
marriage. Ten years later, when A dies leaving an 
estate of $100,000 the value of the trust corpus is 
$180,000. An estate tax is payable on A’s estate on 
the entire $180,000 under the Bullard decision.** The 
$100,000 left by A to his second wife and to the chil- 
dren of his second marriage is therefore reduced to 
$48,100 because A reserved a life estate when he set 
up the $30,000 trust. 


Inter Vivos Trusts No Longer Tax Savers 


That the bells. have tolled for inter vivos trusts as 
tax saving devices is evident. A settlor creates a trust 
with life estate to his wife, remainder to the settlor 
if living, contingent remainder to those designated in 
his wife’s will. An income tax is currently payable 
by the settlor on the life life estate, if the income is 
used by the wife for her support or for the mainte- 
nance of the household and the minor children.** A 
gift tax is currently payable on the corpus less the 
value of the remainder (or reversion) which the 
settlor reserved for himself, because “the gift is com- 
plete” except for this reversionary interest.** Upon 
the settlor’s death, an estate tax is payable on the 
corpus ** because “the gift is rendered incomplete 
until the (settlor’s) death” by retention of such rever- 
sion.** A settlor creates a trust with life estate to his 
wife, remainder to his wife if she survives the settlor, 
contingent remainder (or reversion) to the settlor in 
the event that his wife predeceases him. An income 
tax is currently payable on the life estate by the settlor 
if the income is used for family support. A gift tax 
is payable on the corpus because the trust instrument 
“purported on its face wholly to divest the grantor of 
all dominion over the property”.*® An estate tax is 
payable on the corpus when the settlor dies because 
“the remainder was retained by the grantor; and 
whether that ever would become vested in the grantee 
depended upon the condition precedent that the death 
of the grantor happened before that of the grantee.” *° 
A settlor creates a trust with life estate to himself, 
remainder to his children. An income tax is currently 
payable on the life estate, of course. A gift tax is pay- 
able on the corpus less the value of the reserved life 
estate. An estate tax is payable on the entire corpus 
when the settlor dies.*? A settlor creates a trust with 





48 Similar facts existed in Kroger v. Commissioner, T. C. Memo. 
(1943), involving trusts created prior to March 3, 1931 and therefore 
decided on other grounds. 

“This is an estimate only, figured on a net estate of $100,000. 
after all deductions except the $60,000. exemption allowed by the 
1942 Revenue Act. On an estate of $100,000, the tax would be 
$4800; on an estate of $280,00, the tax would be $56,700. 

4 Helvering v. Stuart, 317 U. S. 154 (1942) [42-2 ustc {| 9750]; 
Douglas v. Willcuts, 296 U. S. 1 (1935) [36-1 ustc {| 9002]; Helvering 
v. Schweitzer, 296 U. S. 551°'(1935); as modified by Internal Revenue 
Code, section 167 (c). If the wife creates a trust with a life estate 
to her husband or to her children, she is not taxed on the income 
even if it is used for their support, since the duty of support is 
absent. Newman v. Commissioner, 1 T. C. 921, 926 (1943) [CCH 
Dec, 13,102]; Mahaffey v. Helvering, 140 Fed. (2nd) 879 (CCA 8th, 
1944) [44-1 ustc 9209]. A statute taxing the separate income of 
the wife as the income of her husband violates the due process 
clause. Hoeper v. Tax Commission, 284 U.S. 206 (1931). 

4% Smith v. Shaughnessey, note 10, at page 181. 

‘? Probably less the value of the wife’s life estate. 
in note 25. 

48 The quotation is from the dissenting opinion in Helvering v. 
St. Louis Union Trust Co., note 3, at page 47, which was approved 
and followed by the Court in Helvering v. Hallock, note 28. Against 
this estate tax, the gift tax paid by the settlor may be credited. 
Internal Revenue Code, section 813. 

49 Robinette v. Helvering, note 11, at page 187. The value of the 
reversionary interest may be deducted if computable by recognized 
methods of computation. 

5 Klein v. U. 8., note 5, at pages 233-234. There was an outright 
grant without intervention of a trustee in the Klein case. 

51 Helvering v. Bullard, note 18. 


See case cited 
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a life estate to his wife, remainder to his children in 
the event that they should survive him, contingent 
remainder to the settlor. If the life estate is used for 
family support, the settlor is currently liable for an 
income tax thereon. A gift tax is payable on the entire 
corpus, with deduction for the value of the retained 
reversion if such value is computable. An estate tax 
is payable on the corpus upon the settlor’s death under 
the Hallock decision.®**? Thus the tax statutes, as con- 
strued by the court, have ended the usefulness of most 
inter vivos trusts. 


Three Estates Created 


An irrevocable inter vivos trust with reservation of 
a life estate and remainder over creates three separate 
and distinct estates in substantive law. Assuming, for 
example, that the corpus is ari office building and the 
land on which it stands, the life tenant is entitled to 
the income and may require an accounting and proper 
administration of the trust. He may sell his life 
estate.*> But he may not occupy any part of the land 
or building or “use” it as that term is employed by 
the layman. Building leases must be made by the 
trustee; if the building burns down, the insurance 
payments belong to the trustee; sale of the property 
may be made only by the trustee.** “Possession and 
enjoyment”, the right and power to deal with the 
property as an owner would, is held by the trustee. 
The remaindermen have an interest in the property 
which will not ripen into absolute ownership until 
the life tenant dies and the trust is ended. This in- 
terest they may protect by preventing waste, deple- 
tion of the corpus and requiring proper administration 
by the trustee. This interest they may also sell. If 
the trust instrument gives X the remainder provided 
he survives the life tenant and Y the remainder if X 
predeceases the life tenant, a purchaser of X’s interest 
runs the risk of never acquiring actual ownership. If 
the trust instrument does not require that X survive 
the life tenant in order to become entitled to the prop- 
erty, then X’s purchaser runs no risk whatever. X 
or X’s estate is the eventual owner and by present sale 
X may dispose of that ownership. Where X must 
survive the life tenant in order to acquire the property, 
X and Y together can presently transfer interests that 
will ripen into good title to the property. However, 
“possession and enjoyment” is retained by the trustee 
until the life tenant dies and the trust terminates. The 
situation is the same whether the life tenant is the 
settlor of the trust or a stranger.®> From the creation 
of the trust until its termination, “possession and 
enjoyment” are held by the trustee and exercisable 
by him alone. 


The Internal Revenue Code recognizes the trustee 
as the owner during the term of the trust. It is the 
trustee who is taxable on the income and the profits 





5% Footnote 23. Probably the value of the wife’s life estate can 
be deducted. See case cited in footnote 25. A trust with a life 
estate to the wife and remainder to the settlor’s children, with no 
provision for disposal of the corpus in the event that wife and chil- 
dren predecease the settlor, apparently escapes the estate tax when 
the settlor dies during the life tenancy. Since the income is taxable 
to the settlor under the Stwart case (footnote 45), the present court 
may hold that such a trust falls within the Bullard decision (foot- 
note 14). Income is taxable to the grantor, according to section 
3.166-1 of the Internal Revenue provisions of the Code of Federal 
Regulations, ‘‘if the grantor of a trust is regarded, within the 
meaning of the Internal Revenue Code, as remaining in substance 
the owner of the corpus thereof.”’ 

53 Except where statutes similar to section 15 of the N. Y. Personal 
Property Law forbid. 

5% We assume that such power of sale was granted in the trust 
instrument. If not, it may be granted on application to the 
appropriate court. 

53 Coolidge v. Long, 282 U. S. 582, 598 (1931). 
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in the first instance.** Income payable to the life 
tenant is an allowable “deduction” from the gross 
income of the trust ** and is taxed to the life tenant 
with his other income. Corpus profits remain taxable 
to the trustee. The settlor who has retained a life 
estate is taxed as any other life tenant would be, 
namely, on the trust income paid or payable to him. 
In addition, income used to satisfy the settlor’s debts 
or over which the settlor has control is taxed to him, 
as it would be to any other person with similar powers 
over the income. But the trustee remains liable for 
the tax on the corpus profits of every irrevocable inter 
vivos trust, irrespective of the identity of the bene- 
ficiaries. Corpus expenses must be paid by the trustee 
and are not recognized as proper expenses of the life 
tenant, even if he be the settlor of the trust.®* Increase 
in the value of the corpus during the life tenancy 
inures to the benefit of the remainderman ultimately 
succeeding to the trustee’s possession and because of 
such succession **; and not to the life tenant, even if 
he be the settlor of the trust. 


Trustees’ Ownership Reexamined 


But here, again, settlors desirous of reducing the 
amount of their gift tax caused the courts to re- 
examine the trustee’s ownership. When the statute 
excluded $5,000 of each gift from tax, they were not 
satisfied with the Commissioner’s treatment of a gift 
in trust as one gift to the trustee; each beneficiary of 
the trust was in fact the donee of a separate gift, they 
argued, and the court agreed with them.® A trust 
with life estate to the settlor’s wife, remainder to his 
two children if they survived his wife, contingent 
remainder to his six grandchildren, was held to give 
the settlor nine $5,000 exclusions. It was only a 
question of time, therefore, before the trustee would be 
eliminated from the trust for estate tax purposes, 
as well. 


The court’s recent conclusions in tax matters ac- 
complish that result. For estate tax purposes, they 
eliminate the trustee from the inter vivos trust and 
distribute between the life tenant and the remainder- 
men the rights and powers which substantive law 
gives to the trustee. If the life tenant is the settlor, 
then the life tenant remains the owner of the corpus 
until his death and the remaindermen receive the 
corpus as the direct result of such death.® If the 
remainderman is the settlor, he remains the owner of 
the corpus until his death even if his right to the 
remainder is conditioned upon his survival of the life 
tenant. Stripped of the verbiage in which the court’s 


5% Internal Revenue Code, section 161; Code of Federal Regula- 
tions, Title 26, section 3.161-1. 

5% Internal Revenue Code, section 162 (b). 

58 Balch v. Commissioner, 129 Fed. (2nd) 472 (CCA 6th, 1942) 
[42-2 ustc {| 9576]. 

5° Twining v. Commissioner, 83 Fed. (2nd) 954 (CCA 2nd, 1936) 
[36-2 ustc {| 9331], cert. denied, 299 U. S. 578 (1936), relating to the 
gain realized when the remainderman sells the corpus received by 
him from the trustee, 

© Welch v. Davidson, 102 Fed. (2nd) 100 (CCA Ist, 1939) [39-1 
ustc { 9360]; Helvering v. Hutchings, 312 U. S. 393, 395 (1941) 
[41-1 ustc { 10,026]; Early v. Reid, 112 Fed. (2nd) 718 (CCA 4th, 
1940) [40-2 ustc { 9634], affirmed 312 U. S. 661 (1941) [41-1 vustTc 
{| 10,033]. In retaliation, the Commissioner raised the question of 
whether all remainders conditioned on survivorship were not in 
fact contingent, future interests,—a question which was raised only 
after the courts had held that each beneficiary of a trust received 
a separate gift. See Ryerson v. U. 8., 312 U. S. 405, 408 (1941) 
[41-1 ustc J 10,028]. 

61 Farly v. Reid, note 60. 

® By basing the estate tax on the value of the corpus at the death 
of the settlor, corpus profits are also taxed. In effect, therefore. 
the settlor-life tenant is treated as the owner of the corpus that he 
transferred by inter vivos trust. 

83 By basing the estate tax on the value of the corpus at the death 
of the settlor-remainderman, corpus profits are also taxed, thus 
causing such settlor to be treated as the owner of the corpus that 
he transferred by inter vivos trust. 
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conclusions are sugar-coated, those are the results. 
Where estate taxation is involved, the inter vivos 
trust no longer creates separate estates and no longer 
transfers property out of the settlor if he retains 
any of those separate estates, directly or indirectly. 

When the settlor-life tenant of an inter vivos trust 
dies ten years after the trust was established and we 
impose a tax on the trust corpus at the estate tax rates 
and on the value of the corpus at death, we are taxing 
property which, under substantive law, ceased to 
belong to the settlot ten years before his death. We 
may say that we are taxing a 1934 transfer at 1944 
rates. But we use 1944 values and include profits 
which accrued during those ten years and which, 
under substantive law, never for one instant belonged 
to the decedent. In fact, therefore, we are taxing the 
trust corpus as if it had never been transferred inter 
vivos. A transfers $1,000 to trustees in 1934, retaining 
the income for life. When he dies ten years later, the 
$1,000 has been increased by astute trusteeship to 
$100,000. B has $1,000 in 1934 which he invests and 
reinvests until, upon his death ten years later, the 
$1,000 has increased to $100,000. We impose the same 


tax upon the estates of A and B. We call B’s tax an 
“estate” tax; we call A’s tax a second “gift” tax and 
say that we are taxing A a second time on his 1934 
transfer. What we are actually doing, of course, is 
ignoring the 1934 transfer completely. When the 
settlor who has retained a remainder conditioned upon 
survivorship dies ten years after the trust was estab- 
lished and we impose an estate tax on the trust 
corpus, we are again taxing property which, under 
substantive law, ceased to belong to the settlor ten 
years before his death. A creates an inter vivos trust 
with life estate to X, remainder to A if he survives 
X, contingent remainder to Y. W creates an inter 
vivos trust with life estate to X, remainder to B and 
his heirs. Upon the death of A and B during the life 
of X, we impose the same tax upon the estates of A 
and B although B’s estate will eventually receive the 
remainder and A’s estate will not. For estate tax 
purposes, therefore, the useful day of the inter vivos 
trust under which any beneficial interest will come 
into “possession and enjoyment” only after the 
settlor’s death, has ended. [The End] 





AUTOMOBILE REGISTRATIONS 


Condensed from the “Tax Economics Bulletin” published by the American Petroleum Institute. 


ASED on preliminary data for 1943, the Public 
Roads Administration states: “Automobile 
registrations in the United States as a whole 

are holding up remarkably well, but there are notable 
difference among states and regions. While the latest 
available information shows registrations to be down 
11.3 per cent (from 1941) for the country as a whole, 
New Hampshire and New York have suffered the 
greatest declines, 26.2 and 23.5 per cent, respectively, 
with the eastern states in general faring considerably 
worse than any other sections of the country. Regis- 
trations in Idaho, Montana and some of the central 
agricultural states are also feeling the impact of war 
conditions to a greater extent than the country as a 
whole. 

“Population changes since 1940 have undoubtedly 
been second only to rationing in the importance of 
their effect on motor vehicle registration. The only 
two states which reported increases in registration, 
Nevada and Utah, with 5.2 and 4.9 per cent respec- 
tively, also had population increases of 25.7 and 6.4 
per cent between 1940 and 1943. The fact that popu- 
lations of Idaho and Montana decreased 10.9 and 14.2 
per cent in that three-year period accounts for a part 
of the 1941-1943 decrease in motor vehicles in those 
states. 

“While most of the eastern states have had some 
decline in population the fact that rationing of gaso- 


line there began earlier (May 15, 1942) and has been 
more severe has no doubt been the prime factor in the 
rate of registration decline. There is no information 
available on the number of automobiles in storage. 
It is difficult to believe, however, that the number is 
large since the storage of vehicles would have been 
reflected in registration figures. 

“The information available to date makes it appear 
that the total automobile registrations during the 
1943 registration year will be approximately 2534 
millions. From the record of the past two years, it 
also seems probable that about 24 millions of these 
vehicles will be registered in 1944. 

“Truck registrations in the United States as a 
whole are down only 5.1 per cent, as compared to an 
11.3 per cent decrease in automobile registrations. 
Although there is a considerable variance in the rates 
of change among states, with several showing in- 
creases in truck registrations, there are not the wide 
differences found in automobile registrations, nor 
does the east seem to have lost greatly in comparison 
with the rest of the country. 

It now appears that truck registrations in the regis- 
tration year 1943 will reach approximately 4%4 mil- 


‘lions. Since it is now. planned to manufacture about 


100,000 trucks in 1944, it seems reasonable to estimate 
that 1944 truck registrations will be in the vicinity of 
4,400,000.” 
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WASHINGTON TAX TALK—Continued from page 303 








ously at from 18 billions to 22 billions. A reduction 
in present taxes should be evolved to bring down the 
burden of taxation to approximately postwar budget 
requirements. On the basis of present estimates, this 
would mean a tax reduction of approximately 50 per 
cent. This prospect may change but for the moment 
it is our goal. 

“One feature of the problem is obvious; that in 
order to sustain a high level of post-war taxes, such 
as will be necessary, a high level of national income 
must be maintained. But a high level of national in- 
come can not be maintained if taxes are excessive. 
Thus, the problem is to raise maximum revenues with- 
out unduly burdening and stifling individual and busi- 
ness enterprise. It is not too much to say that upon 
the adoption of a wise and forward-looking tax policy 
will depend the prosperity and well-being of the na- 
tion in the postwar period.” 


Cabaret Tax: H. R. 4464, the debt limit bill, was 
agreed to in conference on June 5, 1944, and the House 
has accepted the Conference Committee action. As 
so agreed to, the bill contains a provision reducing the 
cabaret tax to 20 per cent. The proposed exemption 
for men and women of the armed forces in uniform 
was stricken from the bill in conference. The bill was 


approved June 9 and the reduction applies after 
July 1, 1944. 


Social Security Taxes: Relative to the status, for 
Federal employment tax purposes, of an officer of a 
corporation serving overseas in the armed forces of 
the United States, the Bureau has held, in a ruling 
published as S. S. T. 406 (C. B. 1940-2, 264), that pay- 
ments made by an employer to former employees 
called for active military service with the armed 
forces of the United States, or who voluntarily enlist 
for such service, which payments supplement amounts 
received by them from the Federal Government, do 
not constitute “wages” for purposes of the taxes im- 
posed by the Federal Insurance Contributions Act 
and the Federal Unemployment Tax Act. This is by 
virtue of the fact that the employment relationship 
has been terminated, and the conclusion does not ap- 
ply in the case of an officer of a corporation who re- 
tains his status as such officer during his military 
service while in the United States, that is, in the sev- 
eral States, the District of Columbia, and the Terri- 
tories of Alaska and Hawaii. If the officer is outside 








Fiscal Year Income and Excess Profits Tax Returns 


Quarterly installments of tax due: 


the United States, the payments he receives from the 
corporation with respect to periods when he is outside 
the United States do not constitute taxable wages, 
However, payments received by him with respect to 
periods when he was within the United States, con- 
stitute taxable wages. 


Pension Trusts: Senator Geérge has announced 
the appointment of a Finance Subcommittee to con- 
sider a pension trust amendment proposed by Senator 
Taft. The amendment would provide that in deter- 
mining whether a stock bonus, pension or profit- 
sharing plan is discriminatory, “the Commissioner 
shall only consider the relative benefits to those in- 
cluded in the plan, and shall in no way consider the 
amount or other characteristics of the benefits re- 
ceived under the Social Security Act or otherwise by 
employees excluded from the plan.” The amendment 
would also provide that plans which qualify by De- 
cember 31, 1944, will be considered as qualifying for 
the period beginning with the beginning of the first 
two taxable years following December 31, 1942, and 
ending December 31, 1944, without regard to whether 
or not the provisions are made effective as of Janu- 
ary 1, 1944. 

The Subcommittee is composed of Senators Rad- 
cliffe, Bailey, LaFollette, Taft, and Thomas, (Idaho). 


War Bond Prizes: The Commissioner of Internal 
Revenue and the National War Labor Board have 
announced that employers, pursuant to plan, may 
award prizes in war bonds to employees, without fur- 
ther approval, for the sale by such employees (outside 
of their regularly assigned duties) of war bonds to 
individuals during the Fifth War Loan Drive, pro- 
vided the employer files either with the regional office 
of the Salary Stabilization Unit or the Regional War 
Labor Board, or both, as the case may be, a state- 
ment setting forth the amounts and the basis of the 
awards under the plan. 


Such awards must not be excessive in number nor 
may the maximum thereof exceed $250.00 in face 
value. The awards may vary on the basis of the 
amount or number of bonds sold. 


Officers and other officials of employers, or em- 
ployees whose principal activity is concerned with 
the sale of war bonds, may not participate in any 
such awards. 





If year ends 








Return is due (1) 
January 31 April 15 April 15 
February 28 May 15 May 15 
March 31 June 15 June 15 
April 30 July 15 July 15 
May 31 August 15 August 15 
June 30 September 15 September 15 
July 31 October 15 October 15 
August 31 November 15 | November 15 
September 30 December 15 December 15 
October 31 January 15 January 15 
November 30 February 15 | February 15 
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July, 1944 & 


(2) (3) (4) 
July 15 October 15 
August 15 November 15 


January 15 
February 15 





September 15 December 15 March 15 
October 15 January 15 April 15 
November 15 February 15 May 15 
December 15 March 15 June 15 
January 15 April 15 July 15 
February 15 May 15 August 15 
March 15 June 15 September 15 
April 15 July 15 October 15 
May 15 | August 15 November 15 
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The Supreme Court: The Court closed its current 
term with the session of Monday, June 12, 1944. A 
number of federal tax cases are carried over to the 
October 1944 term. A brief summary of these follows. 


Fletcher Trust Company, Trustees and Transferees, 
Petitioner, v. Commissioner of Internal Revenue. 
Certiorari to U. S. C. C. A., 7th Circuit, in its decision 


of February 17, 1944; rehearing denied, March 23, 


1944 (141 F. (2d) 36). For Petitioner: Joseph J. 
Daniels, Paul N. Rowe, and Baker & Daniels, 810 
Fletcher Trust Bldg., Indianapolis, Indiana. 


Federal gift tax—Donor’s surrender of reserved 
power to change beneficiaries of trust—Statute of 
limitations. In 1932, Hugh M. Landon, as donor, and 
Fletcher Trust Company, as trustee, entered into a 
written trust agreement, pursuant to which Landon 
assigned four policies of insurance on his life to the 
trustee for the benefit of Landon’s three daughters, 
each of whom was given the life income from her 
respective trust fund. Gifts of the remainder interests 
were also provided. Paragraph 10 of the trust agree- 
ment provided: “This trust shall be irrevocable, but 
Donor, during the period ending thirty days prior to 
Donor’s death, reserves the right to change any of 
the beneficiaries hereunder or the terms upon which 
any beneficiary shall receive his share, except that 
Donor shall not become a beneficiary.” 

In 1935, Landon executed a First Amendment and 
a Second Amendment to the trust agreement, neither 
of which is material to the issues in the case. On 
July 18, 1936, Landon executed a written Third Amend- 
ment to the trust agreement, cancelling and surrender- 
ing the power reserved to him by paragraph 10 of the 
original trust indenture to change the beneficiaries of 
the trust without making himself a beneficiary. 


Landon filed a federal gift tax return for the cal- 
endar year 1936, in which he reported the Third 
Amendment of July 18, 1936, and claimed that no tax- 
able gift had been made by the surrender of his 
reserved power. Petitioner also filed a “Donee’s or 
Trustee’s Information Return of Gifts.” Almost four 
years later, in January, 1941, respondent mailed to 
petitioner a notice of a deficiency of gift tax deter- 
mined to be owing by Landon for the year 1936 by 
reason of the execution of the Third Amendment, but 
to be assessed against petitioner as trustee and trans- 
feree. The Tax Court upheld respondent’s determi- 
nation, and the Circuit Court of Appeals affirmed the 
decision. 

Petitioner contends that the Circuit Court of Ap- 
peals erred: in holding that Landon’s surrender of the 
reserved power to change beneficiaries of the trust 
without making himself a beneficiary constituted a 
taxable gift under Section 501 of the Revenue Act of 
1932, as interpreted by Article 3, Treasury Regula- 
tions 79; in holding that the beneficiaries of the trust 
are donees and as such incurred statutory personal 
liability for the donor’s gift tax under Section 510 of 
the Revenue Act of 1932; in holding that respondent 
could proceed against petitioner as fiduciary of a trans- 
leree without having sent a deficiency notice to the 
donor, Landon, as required by Section 513 (a) (1) of 
the Revenue Act of 1932; in holding that the collec- 
tion of gift tax liability is not barred by the three-year 
Statute of limitations contained in Section 517 (a) of 
the Revenue Act of 1932; in holding that the “liability 
at law” of a transferee enforceable under Section 
526 (a) of the Revenue Act of 1932 includes the statu- 
tory personal liability placed by Section 510 of that 
Act on a donee for the “tax imposed by this title”; in 
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holding that petitioner is a fiduciary of a transferee 
under Section 527 (b) of the Revenue Act of 1932 and 
is subject to the duties and liability placed on a trans- 
feree by Section 526 of the Revenue Act of 1932; and 
in holding that notice as required by Section 527 (b) 
and (c) and Article 61, Regulations 79, was given to 
respondent, thereby bringing into operation Section 
527 (b) and subjecting petitioner as fiduciary of a 
transferee to the duties placed upon a transferee by 
Section 526 of the Revenue Act of 1932. Filed May 
23, 1944. 


W. G. Choate, Petitioner, v. Commissioner of In- 
ternal Revenue. Certiorari to U. S. C. C. A., 10th 
Circuit, in its decision of March 13, 1944; rehearing 
denied, April 8, 1944. For Petitioner: James H. 
Yeatman, Charles I. Francis, and Vinson, Elkins, 
Weems & Francis, Esperson Bldg., Houston, Texas. 


Federal income tax—Profits resulting from assign- 
ment of oil and gas lease—Right to deduct undepre- 
ciated cost of equipment on leased premises. In 1936, 
petitioner acquired an oil and gas lease covering a 
tract of land in Texas. Thereafter, a partnership was 
formed to own, develop and operate the property for 
the production of oil and gas. Petitioner owned a 
one-fourth interest in the partnership, which developed 
the lease by drilling six producing oil wells. The wells 
were completed on October 11, 1938, and on that date 
the partnership entered into a written contract to sell 
an interest in the lease for $110,000 cash and a reserva- 
tion of a one-eighth royalty interest in all oil and gas 
produced from the lease by the buyer. The partner- 
ship executed an assignment of the lease, together 
with all of the equipment thereon, and in the assign- 
ment it was provided that the “assignors herein 
expressly reserve to themselves, their heirs and assigns, 
and do not assign or convey to the assignee herein, 
1/8th of 8/8ths of all oil and gas and casinghead gas 
which may be produced and saved by” the assignee, 
the Sylva Oil Company. 

In the partnership return filed for the year 1938, 
the profit from the sale of the interest in the lease was 
reported as a long-term capital gain pursuant to Section 
117 of the Revenue Act of 1938: The Commissioner 
of Internal Revenue determined that the transaction 
with the Sylva Oil Company was a sublease rather 
than the sale of a capital asset, and that the profit 
could not be treated as long-term capital gain. He 
treated the cash consideration as a lease bonus, allowed 
depletion at the rate of 27144% pursuant to Section 
114(b)(3) of the Revenue Act of 1938, relating to 
percentage depletion for oil and gas wells, and taxed 
the remainder as ordinary income. Respondent made 
no allowance for the undepreciated cost of the equip- 
ment which was on the lease at the time of the assign- 
ment, and held that such undepreciated cost was 
recoverable through depletion allowances applicable 
to production from the retained one-eighth interest. 

The Tax Court held (1) that petitioner was not 
entitled to treat the transfer of the interest in the 
lease as a sale, but must look to depletion for the 
return of his capital, and (2) that the unrecovered 
cost of the equipment on the lease at the time of the 
transfer was to be deducted in full from the cash con- 
sideration in determining the amount of the gain sub- 
ject to the depletion allowance. The Circuit Court 
of Appeals sustained the Tax Court on the first point 
and reversed its decision on the second point. 

The questions presented by the petition for a writ 
of certiorari are as follows: 
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1. Where an interest in an oil and gas lease is 
assigned for a cash consideration with the assignor 
retaining and not selling one-eighth of eight-eighths 
of all oil and gas produced and saved from the premises, 
is the transfer a sale and the profit taxable as a long- 
term capital gain, as contended by petitioner, or is it 
a sublease and the profit taxable as ordinary income? 

2. Where title to the equipment on the lease passes 
to the assignee absolutely, is the unrecovered cost of 
the equipment deductible from the cash consideration 
in computing the gain, as contended by petitioner, or 
must it be recovered through depletion allowance ap- 
plicable to the production from the retained interest 
in the oil reserves? Filed May 23, 1944. 


Repplier Coal Company, Petitioner, v. Commis- 
sioner of Internal Revenue. Certiorari to U. S. C. 
C. A., 3rd Circuit, in its decision of February 19, 1944 
(140 F. (2d) 554). For Petitioner: Robinson & Hen- 
son and Roy G. Peterson, 120 Broadway, New York 
City. 


Federal income tax—Income from coal mine— 
Capital expenditure made after mine had passed 
development stage—Percentage depletion—Deprecia- 
tion. This case involves petitioner’s income and ex- 
cess profits taxes for the years 1935 and 1936. Since 
1922, petitioner has been engaged in mining and sell- 
ing coal, primarily on leased lands. Petitioner’s mine 
passed the development stage long prior to 1936, and 
in 1936 petitioner drove a mine tunnel at a cost of 
$86,394, which served substantially to maintain, but 
not to increase, the established annual output. Peti- 
tioner’s method of accounting for such expenditures 
was to set them up as deferred expense and to spread 
the deduction over the period of the production and 
sale of the coal. On its return for 1936, petitioner de- 
ducted one-tenth of the cost of the tunnel, but if that 
cost were to be spread over the coal made available 
for production, according to the amount thereof pro- 
duced each year, the amount allocable to 1936 would 
be $1,240. The Tax Court decided that petitioner was 
not entitled to any deduction for the cost of the tunnel 
because petitioner had elected to take percentage de- 
pletion. The Circuit Court of Appeals affirmed on 
the ground that the decision of the Tax Court was 
final and not subject to review. 

Under its contract with the miner’s union, petitioner 
was obligated to furnish dynamite and miner’s sup- 
plies and to rent lamps to miners at fixed charges 
which were to be deducted from wages. Such supplies 
cost petitioner less than the deductions so made from 
wages on that account. Petitioner claimed depletion 
on the percentage basis. ~The Commissioner of Inter- 
nal Revenue reduced the deduction for depletion, 1935 
and 1936, by asserting that petitioner’s cost of miners’ 
labor was the gross amount of wages which would 
have been paid to miners, had not the supplies afore- 
said been furnished and charged at the contract prices. 
The Tax Court upheld the Commissioner’s determina- 
tion, and the Circuit Court of Appeals affirmed on the 
ground that the decision of the Tax Court was final 
and not subject to review. 

The leases of the lands upon which petitioner con- 
ducted its mining operations and on which its plant 
was located were acquired in 1922, and were to expire 





in 1932 and 1934. The Commissioner disallowed all 
depreciation on petitioner’s plant for the taxable years 
1935 and 1936 upon the ground that petitioner’s de- 
preciation base had theretofore been exhausted by 
“allowable” depreciation. The Tax Court adjusted 
petitioner’s depreciation base under Section 113(b) 
(1)(B) of the Revenue Act of 1936 and restored to 
petitioner’s depreciation so much of the excessive 
depreciation which petitioner erroneously claimed and 
the Commissioner erroneously failed to disallow for 
the years 1930-1934, which did not result in any ad- 
vantage to petitioner or any detriment to the Goy- 
ernment. The Circuit Court of Appeals reversed the 
Tax Court on the authority of Virginia Hotel Corp. v. 
Helvering (319 U.S. 523). 


Petitioner contends that the Circuit Court of Ap- 
peals erred in disallowing the deductions which peti- 
tioner sought to take in its tax returns for the years 


1935 and 1936. Filed May 19, 1944. 


Michael F. McDonald, Petitioner, v. Commissioner 
of Internal Revenue. Certiorari to U. S.C. C. A., 3rd 
Circuit, in its decision of December 9, 1943 (139 F. 
(2d) 400). For Petitioner: Frederick E. S. Morrison 
and John W. Bodine, 1429 Walnut Street, Philadel- 
phia, Pennsylvania. 


Federal income tax—Deduction of campaign ex- 
penses as ordinary and necessary expenses. On 
December 1, 1938, the Governor of Pennsylvania ap- 
pointed petitioner to fill the unexpired term of Com- 
mon Pleas Judge of Luzerne County. The term for 
which petitioner was appointed expired on December 
31, 1939, and it was a condition of the appointment 
that petitioner would be a candidate for the succeed- 
ing full term of ten years. 


Petitioner was a candidate at the primary and gen- 
eral elections in 1939, and was defeated at the general 
election. In order to obtain the support of the Demo- 
cratic County Committee for his candidacy at each 
election, petitioner was obliged to pay out of his own 
funds assessments in the amount of $8,000 toward 
Committee expenses. In addition, he incurred and 
paid other expenses in the sum of $5,017 for printing, 
advertising, postage and traveling expenses. 

In his federal income tax return for 1939, petitioner 
sought to deduct the sums of $8,000 and $5,017 as 
expenses incurred in his campaign for election to 
retain his office as judge. The Commissioner of In- 
ternal Revenue refused to allow the deduction, and 
his determination was upheld by the Tax Court and 
by the Circuit Court of Appeals. 


Petitioner contends that the Circuit Court of Ap- 
peals erred in holding that the expenditures in ques- 
tion were not ordinary and necessary expenses incurred 
in petitioner’s trade or business; in holding that the 
expenditures were not ordinary and necessary ex- 
penses incurred for the production or collection ot 
income; in holding that in paying the expenditures 
petitioner did not sustain a loss on a transaction en- 
tered into by petitioner for profit; and in failing to 
hold that the Tax Court erred in excluding evidence 
as to whether the expenses in question were ordinary 
and necessary, and in making inadequate findings o! 
fact. Filed March 8, 1944. 
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TALKING 


By Bert V. Tornborgh, C. P. A. 


The Shoptalkers: “A study of semantics and the 
Meaning of Meaning is becoming a prerequisite to the 
interpretation and administration of income tax law,” 
observed Philo. “A knack in distilling complex verbi- 
age down to the inherent verities counts for more 
than a solid schooling in income tax fundamentals 
and principles .. .” 

“Tl am afraid you may be right,” agreed Oldtimer, 
“but there are two schools of thought on this com- 
plexity business. One—the defeatist outlook, I would 
call it—holds that living itself is complicated today 
and that all that goes with it necessarily must be 
more ‘involved’ than it used to be, tax laws included 
and in particular.” 

“And the other view?” prompted the Kid. 

“Might be expressed this way,” continued Oldtimer. 
“Nothing in the fundamentals of living on this earth 
is complicated but that man makes it so—tax laws 
included and in particular. After all, taxation boils 
down to a process of feeding a common kitty estab- 
lished for the common undertaking of government .. .” 

“.. . and one should be privileged to toss in the 
chips without having to hurdle obstacle courses first,” 
contributed Dash. 

“Well, for every taxpayer there’s always the ques- 
tion of how many chips to toss in,” said Law, “and 
that remains an important preliminary. Under estab- 
lished concepts of ‘income’ it will always take a bit 
of doing to get the computation right. There’s just 
nothing you can do about that, and only mental slug- 
gards will object—and they will just have to learn 
the ropes. A small price for the benefits our society 
offers them!” 

“No argument there!” exclaimed Oldtimer. “But 
we are not talking rate structure, definitions and pre- 
scriptions. That part of it is fair enough, although 
there’ll of course always be room for some simplifica- 
tion in that end too. We are talking language, and 
language only.” 

‘ “The outpourings of the comma chasers,” 

nar. 

“And of the chasers of the comma chasers,” con- 
tinued Dash, “on the judicial bench and off. They 
ee and restate and elaborate, working from 

Sanskrit to Tibetan and back again to Samoyed, as 
it w ere.’ 

“The while probably working up a warm inner glow 
at their own proficiency in making words goose-step,” 
mused Philo, “but contributing damned little to the 
sum total of intelligence that can be shared with the 
great body of taxpayers. Mystic knights, these!” 

“Are you stating the proposition that the theory 
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explained 


of relativity should be put in basic English?” wondered 
Law. 

“Not at all,” retorted Dash. “Our point merely is 
that a tax law sholdn’t read like an Einstein theorem, 
that tax laws now directly concern some fifty million 
U. S. taxpayers and that they are entitled to a rough 
idea of what it is all about without being forced to 
indulge in mental gymnastics beyond their agg el 


“Law is not written for laymen, and . ” began 
Star. 


“For whom, then, may I ask?” countered Oldtimer. 
“You mean it is not written by laymen—unfortunately. 
No, tax law language just has to be simplified, or 
there’ll be a serious breakdown and there’s no kidding 


about that. Trouble is accumulating now.” 


“T guess we all know the rough spots in the ’42 
Act,” said the Kid, “and give thanks for the U. S. 
MASTER TAX GUIDE that CCH puts out. There’s 
a working tool for the practitioner! But now, if you 
think the ’44 Act is going to be easier reading, here’s 
a sample of what’s cooking. From the Senate Com- 
mittee report: 


“*SEC. 127. RELIEF IN THE CASE OF EXCESS 
DEDUCTIONS OF ESTATES AND TRUSTS. 

“*(a) IN GENERAL.—Section 162(d), relating to deduc- 
tions in computing the net income of estates and trusts, is 
amended by adding at the end thereof the following new 
paragraph: 

“*(4) EXCESS DEDUCTIONS.—If for any taxable year 
of an estate or trust the deductions allowed under subsection 
(b) or (c) in respect of any income which becomes payable 
to a legatee, heir, or beneficiary and which would not other- 
wise be deductible except through the application of para- 
graph (2) or (3) (A), exceed the net income of the estate or 
trust (computed without the deductions allowed by subsection 
(b) or (c) by reason of paragraph (2) or (3) (A) of this 
subsection and without any deductions that would be allowed 
only if the deductions allowed under subsection (b) or (c) 
by reason of paragraph (2) or (3) (A) were not allowed) for 
such year, to the extent of such excess the amount of such 
income shall not be required to be included in computing the 
net income of such legatee, heir, or beneficiary under subsec- 
tion (b) or (c). In cases where the amount of such income 
becomes payable to two or more legatees, heirs, or bene- 
ficiaries, the amount which shall not be required to be included 
in computing the net income of any such legatee, heir, or 
beneficiary shall be limited to that proportion of such excess 
which the amount of such income which becomes payable to 
such legatee, heir, or beneficiary bears to the aggregate of 
such income which becomes payable to legatees, heirs, or 
beneficiaries.’ ” 


“A bit ‘such-y’, you might say, but otherwise 
cute,” thought Philo. “Just the sort of stuff that 
limbers you up and keeps you in shape.” 

“T prefer to do my limbering up in the CCH service,” 


replied Dash. “That’s the only way to really keep in 
shape.” 
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Cases and Rulings 


Security trades on “when issued” basis were subject 
of recent clarifying ruling, holding that transactions 
were consummated only when certificates actually 
delivered and never mind gain or loss on interim 
trades on paper. Effect is to make short term many 
transactions heretofore looked on as long term. 

Commissioner rules that contributions to UNRRA 
(financed by Allied taxpayers) are good deductions 
under section 23. In this age charity begins abroad. 

Form 990 information returns for tax exempt en- 
tities need not be filed until August 15th this year, 
just in case you missed T. D. 5368. 

Judicial rewriting of the statute appears to have 
been reported to by TC in case of Luther Ely Smith 
3 TC —, No. 92, (long term compensation) where the 
prevailing opinion held that a calendar year may start 
on any day so long as it runs for 365 days. This 
leaves our semantics at sea. 

Bona fide expansion plans helped the Lane Drug Co. 
defeat an “improper surplus” penalty before the Tax 
Court. Many tax payers fall down on making a con- 
vincing case out of basically good background, 
should take heart from this memo opinion. 

Family partnership had a field day before TC on 
May 10th, having fared not so well in a couple of 
cases decided May 8th. What with inevitable differ- 
ences in basic facts, but often only hairsplitting dis- 
tinctions, this subject is now getting to be a real mess. 
This department should like to suggest that Congress 
ought to act, recognize family partnerships as a dis- 
tinct type of entity and lay down the basic rules, one 
way or another. 

Nuisance suits are familiar in business and where 
they are settled with a payment the question arises: 
is such payment cost or is it expense? The case of 
Leavitt & Sons, Inc., successful Long Island realtors, 
at 44-1 ustc § 9333, discourses at some length on the 
problem. CCA-2 doesn’t hand down an opinion, how- 
ever, being without power to make the necessary basic 
findings, and sends the case back to the Tax Court 
for further proceedings. But there’s some interesting 
rationalizing on the nature of these nuisance pay- 
ments; don’t miss it. 

Accountant’s fee for preparation of tax return was 
denied as a section 23 deduction by CCA-6 in the case 
of Hord v. Commissioner, 44-1 ustc { 9339, following 
TC disallowance. The reasoning seems all right, that 
expense of making up a return is not “for the pro- 
duction and collection of income, etc.” and therefore 
not a nonbusiness deduction. However, practitioners 
can help in many cases by making out their bills cor- 
rectly. Cost of bookkeeping work and like services 
appear to qualify as ordinary and necessary in con- 
nection with investment income, and where a prac- 
titioner renders such services preliminary to making 
up the return and the return is the end-result only, 
then it might help the client to sustain a deduction 
to have a separate bill for the preparation of the re- 
turn and a separate one for related and incidental 
accounting services. 

Renegotiation is a procurement function from Price 
Adjustment Board viewpoint; to the victim it is a 
tax function insofar as the result is to take money 
away from him, and never mind what sort of shadow- 
boxing goes with it. The practitioner sitting in on 
renegotiation proceedings must blend these two views 
bearing in mind, also, that the court of first and last 
appeal is the Tax Court—a tax-minded tribunal, in 
other words. While TC has promulgated rules for 
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renegotiation proceedings the procedure up to that 
point (i. e., the appeal on 90-day letter) has not yet 
crystallized. We've found that although not required 
by the boards it is good practice to file a summarizing 
brief with them at the conclusion of hearings. It 
serves to bring together all the talk and to boil down 
the client’s presentation of his case. A good brief 
will do the case no harm; try it. 


Some State Inheritance Tax Cases 


New Jersey: Contemplation of death—Withdrawal 
from joint bank account.—A joint bank account, cre- 
ated between decedent and his wife, consisted entirely 
of moneys from deposits made by decedent. All with- 
drawals were made by decedent, except one made by 
his wife, in 1942, 38 days before his death, when she 
withdrew $120,000, leaving a balance of approximately 
$15,000. It is held that, under the circumstances, the 
withdrawal by decedent’s wife constituted a transfer 
in contemplation of death and is subject to inheritance 
tax. Matilda Kelly, Executrix of the last will and testa- 
ment of Richard Kelly, Deceased, Petitioner v. William 
D. Kelly, State Tax Commissioner, Respondent. In the 
Matter of the Transfer Inheritance Tax in the Estate of 
Richard Kelly, Deceased. New Jersey Prerogative Court, 
No. 6879, May 9, 1944. 

New York: Exemptions — Amount paid to com- 
promise will dispute—Not exempt as charitable trans- 
fer.—Where decedent’s residuary estate was to be 
devoted to charitable uses and his executors paid an 
amount out of the residuary estate to compromise a 
will dispute, the amount so paid is not exempt as a 
charitable transfer. 

Taxable transfers—Residuary estate for charitable 
uses—Amount paid out of residuary estate to com- 
promise claim.—The payment by decedent’s execu- 
tors of an amount out of his residuary estate to 
compromise a will contest is a taxable transfer although 
the residuary estate is to be devoted to charitable uses. 

Liability for taxes—Bequests of interests in income 
from estate capital—Tax payable out of capital giv- 
ing rise to income.—Although certain bequests of 
testator were of so-called annuities, the interests be- 
queathed are held to be interests in income from the 
capital of his estate only upon considering the whole 
tenor of testator’s will, with the tax upon such inter- 
ests payable out of the capital fund from which the 
income is derived. The beneficiaries of the outright 
legacies charged against the capital of the estate are 
required to contribute their ratable share of such taxes. 

Tax of foreign state treated as administration ex- 
pense.—W here a foreign state has levied a tax against 
the foreign real estate of a New York decedent, upon 
the value of bequests of certain interests in income, 
the tax is considered by New York as an adminis- 
tration expense which must be discharged, although 
the New York courts would not undertake to enforce 
the tax. Estate of Charles H. Hastings. Surrogate’s 
Court, New York County, N. Y. L. J., May 11, 1944, 
p. 1828, and May 13, 1944, p. 1864. 

Pennsylvania: Claim for discount—Not allowed 
unless tax is paid within three months of decedent’s 
death.—In order that a discount of five per cent may 
be allowed, the inheritance tax must be paid within 
three months of the decedent’s death. The statutory 
provision is for a discount and not a penalty and must 
be applied strictly. Both the Department of Revenue 
and the decedent’s estate are bound by this provision. 
Burton Estate. Orphans’ Court, Erie County, Pa. 


No. 59, September Term, 1943. 26 Erie Co. L. J. 
No. 10, p. 67. 
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INTERPRETATIONS 


Court... Administrative + 


SUPREME COURT 


Deductions: Wisconsin Privilege Dividend Tax.— 
The Wisconsin Privilege Dividend Tax is not im- 
posed upon the corporation declaring the dividend 
but is extracted from the fixed dividends owed to the 
stockholder. Consequently, payments of the tax by 
the corporation as collection agent for the State are 
not deductible, under Sec. 23 (c), 1934 Act, from the 
corporation’s income for Federal income tax pur- 
poses. Such payments are not deductible under Sec. 
23 (d), 1934 Act, as “taxes imposed upon a share- 
holder of the corporation upon his interest as share- 
holder which are paid by the corporation without 
reimbursement from the shareholder,” since the cor- 
poration pays the tax with sums which have been 
withheld from dividends declare. S. C., Wisconsin Gas 
and Electric Company, Petitioner, v. The United States 
of America. 44-1 ustc § 9338. 


APPELLATE AND LOWER COURTS 


Recognition of gain or loss: Trade in of old busses, 
subject to mortgage, for new busses: Cash for mort- 
gage——No gain or loss is recognized under Sec. 
112 (b) (1) of the 1936 Act from the trading in of old 
busses, subject to a mortgage, for new busses even 
though the seller of the new busses credited the agreed 
trade-in value and then gave the taxpayer its check in 
the amount of the mortgage, which was discharged 
by the taxpayer. CCA-2, Commissioner of Internal 
Revenue, Petitioner, v. North Shore Bus Company, Inc., 
Respondent. 44-1 ustc § 9345. 


Gift tax—Prenuptial agreement.—In 1939, at the 
time of his marriage, donor transferred property, valued 
at $300,000, under a prenuptial agreement, to an irre- 
vocable trust, for the benefit of his prospective wife 
in full settlement of and in lieu of her statutory rights. 
At the time of the marriage the donor had property 
worth over $5,000,000. It is held that the donor made 
a present and certain provision for his prospective 
wife, in substitution for an uncertain and contingent 
one which she would have, by law, at his death. He 
received no consideration for the settlement, and, 
consequently, the transfer is subject to gift tax. 
CCA-3, John L. Fahs, United States Collector of In- 
ternal Revenue for the District of Florida, Appellant, v. 
Charles E. Merrill; Appellee. 44-1 ustc § 10,116. 


Basis for gain or loss: Stockholder applying basis 
of stock and notes to corporate property.—W here tax- 
payer in computing the gain, or loss on the sale of 
certain properties included in the basis the cost of 
acquiring stock and notes of the company which for- 
merly owned the properties, the Court holds that the 
taxpayer omitted from his gross income amounts 
properly includible therein in excess of 25 per cent of 
the gross income stated in the returns and that the 
five year statute of limitation was not a bar to the 
assessment of the deficiency. A Tax Court decision 
does not become final until the expiration of the three 
months’ period for filing a petition of review. 


Interpretations 






Capital gains and losses: Corporate assets sold by 
stockholder.—Taxpayer, a stockholder, acquired the 
assets of the corporation on a foreclosure sale. In 
1935 and 1936, he sold portions of the equipment by 
means of circulating lists to prospective customers. 
The Court holds that such equipment was sold in the 


ordinary course of taxpayer’s business and was not a 
capital asset. 


When gross income reported: Sale of part of prop- 
erty.—Cost is not determined on the whole of prop- 
erty when it is finally disposed of, but the cost is 
allocated to the individual parts of the whole as sold. 
CCA-6, C. A. Reis, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent. 44-1 ustc § 9347. 


Basis for gain or loss: Effect of alleged sale and 
repurchase.—Taxpayer transferred, in 1933 and 1935, 
respectively, various shares of stock to a wholly- 
owned corporation at his cost, in part payment of 
advances made to him which were outstanding on 
the corporate books. In 1936 he repurchased some of 
these shares, the earlier credits being again reflected 
on the corporate books. The securities were never 
transferred or delivered to the corporation. On a sub- 
sequent sale in 1939, the taxpayer is allowed to com- 
pute gain or loss, ignoring the sale to and repurchase 
from his wholly-owned corporation which was, in 
effect, a conveyance from taxpayer to himself. 


Court review of Tax Court decisions: Finality.— 
On appeal from a Tax Court decision the Circuit 
Court may search the record to find whether there is 
any substantial evidence to support findings that the 
taxpayer divested himself of title to stock on an 
alleged sale to his wholly-owned corporation. CCA-6, 
Joseph Thal, Petitioner, v. Commissioner of Internal 
Revenue, Respondent. 44-1 ustc { 9346. 


Deductions: Expenses: Royalty payments as part 
of purchase price.—The Tax Court sustained the Com- 
missioner’s disallowance of deductions for royalties, 
where taxpayer was engaged in mining and milling 
gold ore as assignee under certain agreements which 
provided for royalty payments which could be applied 
under option to the purchase price of the properties, 
and where no payments were returnable, either as 
royalty or on the purchase price, if a sale were not 
consummated. The parties subsequently entered into 
a stipulation which settled and compromised tax- 


payer’s income tax liability with the approval of the 
Circuit Court. 
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Deductions: Depletion: Reworking of ore residue. 
—After the Tax Court had held that income from ore 
recovered from surface dumps adjoining mining prop- 
erty is not properly to be included as mining income 
for purposes of basis for percentage depletion because 
such income was neither the product of mining opera- 
tions nor incident thereto, the taxpayer and the Com- 
missioner subsequently agreed upon  taxpayer’s 
deficiency liability with the Court’s approval. CAA-9, 
Victoria Mines, Inc., a Corporation, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 44-1 ustc 
{| 9348. 


Definitions: Business trust as an association: 
Operation in conjunction with corporate organiza- 
tion.—A trust was formed to which partners trans- 
ferred bonds, upon incorporation of their partnership 
paper business, for the ostensible purpose of liqui- 
dating such excess assets of the old business. On a 
finding that the trustees, who were two members of 
the former partnership, had the power under the 
trust agreement to invest and re-invest such funds, 
and did in fact handle the trust assets in aid of the 
business of the new corporation, the Circuit Court 
holds that the trust was an association and taxable 
as a corporation. CCA-10, United States of America, 
Appellant, v. Irving Hill, surviving and sole Trustee of 
the Hill and Dinsmoor Trust, of Lawrence, Kansas, 
Appellee. 44-1 ustc J, 9336. 


Definitions: Investment trust as an association: 
Ordinary trusts v. business trusts: Declaration of 
trust.—Taxpayer, acting as trustee under a declara- 
tion of trust, used funds from the sale of trust share 
certificates to carry on the business of buying and 
selling securities for income and profit for its mem- 
bers under the so-called “Hamilton Investment Plan.” 
It was a continuing entity, with centralized manage- 
ment and means for the transfer of beneficial interest, 
as well as limitation of personal liability. The Circuit 
Court holds that, under all the provisions of the trust 
instrument, the trust was a business association 
taxable as a corporation. CCA-10, Commissioner of 
Internal Revenue, Petitioner v. The City National Bank 
and Trust Company, Trustee, Under Trust Agreement 
with Hamilton Depositors Corporation, for the Benefit 
of Holders of Hamilton Trust Shares, Respondent. 
44-1 ustc ¥ 9335. 


Estate tax—Claim for refund—Off-set by uncol- 
lectible deficiency.—Decedent’s administrator was en- 
titled to deductions for administrator’s commissions, 
attorneys’ fees, and miscellaneous expenses of admin- 
istration in addition to those allowed by the Commis- 
sioner. Although a deficiency in estate tax, resulting 
from the Commissioner’s acceptance of the value placed 
on certain claims in the estate’s return, could not be 
collected by the Commissioner, under Section 310 (a), 
Revenue Act of 1926, as amended, the existence of this 
uncollectible deficiency is interposed to defeat the 
claim for refund. DC. MICH., Ellen T. Barbeau, as 
Administratrix D/B/N W/W /A of the Estate of Kath- 
arine DeMille Campau, Deceased, Plaintiff v. Giles 
Kavanaugh, Individually and as Collector of Internal 
Revenue, Defendant. 44-1 ustc § 10,114. 


Estate tax—Transfers to avoid estate tax—Not 
made “in contemplation of death”.—Donor, who died 
in 1938, created two trusts for the benefit of two of his 
children, in 1925, reserving the power, with the con- 
sent of the trustee and life beneficiary of each to 
amend, change, enlarge, or limit, but not to revoke 
the terms of the trusts. As then construed, the law 
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would not have taxed the transfers for estate tax pur- 
poses. In 1934, donor enlarged each trust. In 1937, 
upon being advised that, under the law as it then 
stood, the gifts were a part of his estate for estate tax 
purposes, donor released the power reserved in the 
trust instruments. In 1925, 1934, and 1937, donor did 
not entertain thoughts of death except the general 
expectation of death that all entertain. It is held that 
the release of the power by donor was not made “in 
contemplation of death,” even though the release was 
motivated by a desire to avoid estate taxes on the part 
of donor, who merely wanted to complete his original 
purpose of taking the property out of his estate. DC. 
GA., Trust Company of Georgia and Hughes Spalding, 
Executors of the Estate of Jack J. Spalding, deceased, 
Plaintiffs v. Marion H. Allen, Collector of Internal Rev- 
enue, Defendant. 44-1 ustc § 10,118. 


Gift tax—Marital rights and right to support relin- 
quished—Adequate consideration for transfer.—In 
1937, petitioner transferred to his wife certain prop- 
erty valued at $170,000 in discharge of her marital 
rights in his property and in satisfaction of her right 
of support. The value of the right of support was 
approximately $186,000, in accordance with standard 
annuity tables. It is held that the transfer constituted 
a bona fide transaction at arm’s length for a full and 
adequate consideration in money or money’s worth 
and cannot be taxed as a gift, following Lasker v. 
Commissioner of Internal Revenue, 43-2 ustc § 10,079, 
138 Fed. (2d) 989. DC. ILL., George A. McWilliams, 
Plaintiff, v. Carter H. Harrison, Collector of Internal 
Revenue, Defendant. 44-1 ustc J 10,119. 


STATE COURTS 


Massachusetts: Powers created prior to Septem- 
ber 1, 1907—Testamentary trust created by decedent 
who died in 1874.—Decedent, who died in 1874, created 
a trust by will, giving his two daughters a life income, 
with a power of appointment in them for the disposi- 
tion of the principal, and, in default of its exercise, the 
property was to pass to their children. One daughter 
died without issue.. The surviving daughter died testate 
in 1935, leaving her property to her three children, but 
without having exercised the power of appointment 
in the trust created by decedent’s will. The trust 
property passed, by default of the exercise of the 
power of appointment, to the surviving daughter’s 
three children under the terms of the trust instru- 
ment, and the succession taxes were computed by the 
Commissioner separately and apart from the taxes on 
the property passing under the daughter’s will. At 
the time of the death of decedent, there were no 
legacy or succession tax laws, but prior to the daughter's 
death in 1935 such a tax law had been enacted, which 
taxed transfers in default of the exercise of a power of 
appointment created prior to September 1, 1907, as 
property passing under the will of the donor of the 
power. Construing Section 2, of Chapter 65, pertain- 
ing to the taxing of a power or appointment, with 
Section 1, which taxes successions, and considering 
with these two sections, Section 36, which limits the 
application of that chapter to estate of decedents 
dying after 1920, and, upon finding that decedent’s 
death, viz.: 1874, was the determining date, it was 
held that no tax was assessable as to the property 
transferred under the testamentary trust created by 
decedent’s will. Following Binney v. Long (1936), 299 
U. S. 280. William Dexter and another, trustees, and 
others v. Commissioner of Corporations & Taxation. 
Massachusetts Supreme Judicial Court, April 27, 1944. 
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DIGESTS of 


Articles on 


axation in Current Legal Periodicals 


TWO PROBLEMS IN TAX 
VALUATION 


Philip Nichols, Lecturer on Taxation and 
Munictpal Corporations, Boston 
University School of Law 


24 Boston University Law Review, 
January, 1944, p. 1-30 


The most important of the extremely puz- 
ling questions in the field of valuation is the 
proper definition of value for the purposes of 
taxation. A summation of the decisions 
of the courts would result in a definition 
somewhat like this: 


The fair cash value of a piece of property is 
the price in money that an owner of the prop- 
ety—not necessarily the present owner, but 
any person or corporation which might happen 
9 own the property in question on the tax day 
willing but not obliged to sell the property, 
ould obtain from some other person or cor- 
poration willing but not obliged to buy the 
property, if such owner should offer the prop- 
erty for sale and make reasonable efforts to 
sell it, and were allowed a reasonable length of 
ime to find a purchaser. In estimating what 
such price would be, there should be taken into 
consideration all uses to which the property is 
adapted and might reasonably be applied; but 
its value to the present owner over and above 
its value to any owner should be disregarded. 


The problems to which this article relates 
are somewhat different. 


The Special Purpose Building 


Such instances as the following are typical 


of what is occurring all over the United 
States: 


(1) The largest bank chartered under state 
authority in a large Eastern city erected a 
building specially designed for its banking quar- 
ters, with a single, very high and spacious room 
occupying almost the whole of the main build- 
ing and a nine-story office building in the rear 
for its officers and departments. The land and 
building cost over three million dollars. The 
bank merged with the largest national bank in 
the same city and its building, no longer needed 
for banking purposes, was offered for sale. The 
location was a good one, and the building mod- 
fn, well built and in good condition. After 
all efforts to get a customer at private sale had 
failed, the land and building were sold at auc- 
ton for $100,000 to the local electric light 
company. 

_(2) A business men’s club was an institution 
Na certain city. It had an attractive modern 
tlub-house well located in the central business 
district, a long waiting-list and every indication 
of continued prosperity. One of the most con- 
s‘ervatively conducted savings banks in the city 
held without misgivings a mortgage for $300,000 
on the club-house. On account of changing 
habits and customs the club gradually ‘‘petered 
out’ and the bank foreclosed the mortgage. 
After every reasonable effort to sell the prop- 
erty, the bank was fortunate to get a customer 
willing to pay one-sixth of the amount of the 
Mortgage. 

It might shock public sentiment if such 
‘xperience as to actual sale value were to be 
4pplied to valuation by assessors, but what 
lest of value is to be substituted? Not 
many cases have related to the proper 
method of valuing “special purpose build- 
ings,” but in most of them the court recog- 
nizes that fair cash or market value is the 
est, and that special value to the owner 
fannot be considered. 


_ The most striking case of this character, 
Tequently cited in other states, is North- 
“estern Mutual Life Insurance Co. v. Wether, 
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183 N. W. 598, which concerned the valva- 
tion for tax purposes of a large insurance 
company’s building. Originally its cost had 
been slightly over $3,150,000. On the tax 
date its reproduction cost would have been 
$400,000,000. The assessors placed a valua- 
tion on the building of $2,750,000, having 
relied on reproduction cost less depreciation. 
The trial court on appeal reduced the valua- 
tion to $1,350,000 and its decision was sus- 
tained by the highest court of the state. In 
its opinion the court said: 

The state says, Tax it at its sale value. It is 
not ultimately a question of cost, of cost of 
reproduction, of revenue derived from its use, 
of location, but of all of these and other ele- 
ments that go to determine such value. 


In Colgate Inn v. Assessors of Hamilton, an 
inn near Colgate University that cost $150,000 
to build but was filled to capacity only on the 
rare occasions when the university held im- 
portant meetings lost money annually. Its 
valuation was reduced to $75,000 for the 
building and $1200 for the land, the court 
saying: 

In reaching my conclusions as to the value of 
the property in question, I have taken into ac- 
count that it must be a source of pleasure to 
the owners of the Colgate Inn to have and 
maintain so splendid a public house in the en- 
virons of Colgate University. On the other 
hand, I feel that they should not be penalized 
for their public spirit by having to pay taxes 
on the full structural value of a money-losing 
hotel. 

Taxation being an extremely practical 
matter, courts have been unwilling to carry 
the foregoing principle to its logical con- 
clusion. There are plenty of decisions to 
the effect that if property is of a type not 
commonly bought and sold, but nevertheless 
is devoted to a useful purpose, its value for 
tax purposes can be determined by a study 
of its original cost, its reproduction cost, 
less depreciation, and the capitalized value 
of the income that might be derived from 
renting the property. If legal theory is 
needed to justify this conclusion, it is better 
to say that these indicia can be used to deter- 
mine what a willing buyer would probably 
pay for the property if there were willing 
buyers available. 

Finally, there is the special purpose build- 
ing erected at great cost in order to glorify 
the owner, not necessarily out of vanity, but 
out of a shrewd sense of the value of 
prestige. If the building is sold, its prestige 
and glory cannot be sold with it. Whoever 
buys it will have a second-hand building. 

The following formula has been suggested 
by an unusually competent and impartial 
real estate appraiser in the case of such a 
building when complete just before the as- 
sessment date: 

(1) From the actual cost of the building de- 
duct the amounts by which the cost of unneces- 
sarily expensive items exceed the cost of 
equivalent items in the normal first class build- 
ing of the same general type. 

(2) Capitalize the net income that would be 
derived from renting the property, using as the 
basis for the deduction for real estate taxes and 
depreciation the approximate value ultimately 
reached. 

(3) Estimate the cost on a cubic foot basis of 
erecting a building of first class construction 
having a cubical content bearing the same rela- 
tion to the rentable or usable floor space of the 
building being evaluated that the cubical con- 
tent of the usual first class building of the same 
general type bears to the. rentable or usable 
floor space of such building. 





Take the average of the results of the three 
methods. If the building is not new, a deduc- 
tion for depreciation should be taken from the 
results of the first and third methods. If build- 
ing costs have changed since the building was 
erected, reproduction cost should be substituted 
for actual cost, unless, because of war, or other 
cause, construction costs are temporarily so 
inflated that prudent persons are not erecting 
new buildings. 


Although this formula may lean over 
backward in favor of the municipal treasury, 
it is probably as fair a formula as can be 
devised. 


Blocking in Valuing Securities 


Blockage, commonly used in the language 
of the stock exchange, holds that the value 
of a large block of stock as of a certain date 
cannot be conclusively established in every 
case merely by multiplying the value of each 
share by the number of shares in the block. 
Market value is a fact to be determined by 
any and all evidence; the motive of the 
seller may even be an important factor af- 
fecting the sale price. 

The principle that the whole is equal to 
the sum of its parts would not sensibly be 
used as a basis for evaluating lots or even 
apples in a warehouse. 

Ordinarily, blockage operates to reduce 
the value per unit of a large block of stock 
below the price unit of the relatively small 
lots sold on the exchange; but it may op- 
erate in the opposite direction. The value 
of 51% of the stock of a corporation may 
be more than three times the value of 17% 
of the same stock, because of the control 
that would go with the majority interest. 
But it is exceptional when blockage is not 
used as a means of reducing value. 

The principle of blockage has never been 
wholly outlawed in income tax cases, but it 
is with respect to estate taxes and gift taxes 
that blockage is most important. As block- 
age in estate and gift taxes operates almost 
invariably against the treasury, the allow- 
ance of blockage in respect to such taxes 
has encountered stiff opposition. 

In 1934, the Commissioner undertook to 
prohibit blockage altogether in the case of 
estate and gift taxes, but finally his regula- 
tions had to be changed to allow some 
blockage. 

The factors which the courts consider in 
determining whether blockage should or 
should not be allowed are the size of the 
block, its approximate money value, the pro- 
portion which the block bears to the entire 
available stock of the same corporation, the 
frequency with which it is traded, the 
“thinness” of the market, and the number of 
shares of the stock in question sold daily 
at or about the valuation date, the stock 
exchanges upon which it is listed, and the 
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question whether prices for this stock rose, 
fell or remained constant in a period of one 
or two months after the valuation date. 

In some cases courts have declined to 
allow blockage because of the high earnings 
and strong business position of the corpora- 
tion the stock of which is being valued. 
This position seems questionable, because 
these factors would normally be reflected 
in the price on the stock exchange. The 
whole subject can best be understood by a 
study of the decisions. 

From twenty-seven cases cited and com- 
mented upon, it is discoverable that they 
follow a general pattern in a sincere attempt 
to apply the established definition of “fair 
market value” to the valuation of large 
blocks of stock, recognizing the right of the 
hypothetical willing seller to have a reason- 
able time in which to dispose of his property. 

The rule of blockage introduces an ele- 
ment of confusion and uncertainty into the 
valuation of large blocks of stock; with tax 
rates as high as they are now, however, 
simplicity must be sacrificed for justice. The 
chief objection to the blockage rule is the 
atmosphere of unreality, the world of make- 
believe, into which it leads. Trying to fix 
the value of stock after the decedent’s death 
may be a fiction insofar as no concrete 
buyer at that time could have been found. 

However, if the blockage rule is rejected, 
the atmosphere is equally fictitious if less 
picturesque. The conception of the yet un- 
appointed executors getting into the safe 
deposit vault of the decedent the minute the 
breath leaves his body and trying to sell all 
of his securities before midnight on the same 
day can hardly be sustained as more realistic 
than the agreeable fiction of the skilled 
broker attempting the same task over a pe- 
riod of weeks. 

The allowance of blockage when justified 
by the facts is therefore fully warranted, and 
even if blockage introduces an element of 
difficulty and uncertainty in the valuation of 
securities, it cannot be rejected without dis- 
regard for the principles of valuation as 
applied to other classes of property, and 
without, in many cases, doing substantial 
injustice. 


PRESENT TAXABLE STATUS OF 
STOCK DIVIDENDS IN FED- 
ERAL TAX LAW 


Henry Rottschaefer, Professor of Law, 
University of Minnesota 
28 Minnesota Law Review, February, 1944, 
p. 163-192 


There has been great speculation as to 
what fate Eisner v. Macomber, 252 U. S. 189, 
would meet if the issue of its constitutional 
status were to come before the Supreme 
Court. The preponderant view seems to be 
that it would be overruled. The attempt to 
do so is certain to encounter strenuous oppo- 
sition from taxpayers and their counsel. The 
discussion that follows will aim at evaluating 
the probability of their success in preventing 
the views of the minority of the Court in 
Helvering v. Griffiths, 318 U. S. 371, from be- 
coming the law of the land. 


The reasons urged by the minority in the 
Griffiths case to support the theory that all 
stock dividends are income within the mean- 
ing of the Sixteenth Amendment are sure 
to be invoked if that issue ever reaches the 
Court. The first of these reasons rests on the 
major premise that the term “income” as 
used in the Sixteenth Amendment includes 

“everything which by reasonable understand- 
ing can fairly be regarded as income.” Its 
minor premise is that “stock dividends rep- 
resenting profits certainly are income in the 
popular sense”. The next argument of the 
minority may ‘be summarized as follows: 
(1) The decision in Eisner v. Macomber is 
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based on the premise that the Sixteenth 
Amendment precludes treating a corporate 
shareholder as having received income un- 
less assets are severed from corporate capital 
and made available to the shareholder for 
his separate use, benefit and disposal. (2) 
The Koshland case, 298 U. S. 441, and the 
Gowran case, 302 U. S. 238, and others, estab- 
lish the principle that a shareholder may 
receive income from the corporation though 
the corporation distributes no assets to him, 
and that, in general, a taxpayer may receive 
income though he receives neither money 
nor property. (3) The basic objection to 
treating stock dividends of the Eisner v. Ma- 
comber type as income within the Sixteenth 
Amendment has thus been removed by the 
Supreme Court’s own decisions. (4) There- 
fore, Eisner v. Macomber should be overruled. 


An investigation into the probability of 
overruling Eisner v. Macomber must cover a 
wider range of inquiry than an examination 
of the position of the Court’s minority in the 
Griffiths case. It demands a consideration 
of the course of judicial decision in dealing 
with problems of income under federal tax 
laws since Eisner v. Macomber was decided. 


The Supreme Court’s classical definition 
of the term “income” as used in the Six- 
teenth Amendment presupposed the exist- 
ence of gain in order that there be income. 
It has been shown (1) that, despite this im- 
plication of that definition, income may be 
treated as arising on the occurrence of an 
event though the taxpayer’s wealth is not 
increased as a result thereof; (2) that a per- 
son may be charged with having received 
income from his ownership of property 
though no gain has accrued to him with re- 
spect thereto during the period of his own- 
ership up to the occurrence of the event on 
which income is charged to him; (3) that 
one person may be charged with gain accru- 
ing during a predecessor’s ownership of the 
property; and (4) that he may be charged 
with income on the occurrence of a given 
event solely because it is a proper moment for 
adjusting understatements of his net wealth 
resulting from deductions made in connection 
with prior income tax computations. 


The Court has recognized that the Six- 
teenth Amendment may be, and must be, 
interpreted in the light of ideas of income 
prevailing in the community at the time of 
the adoption thereof; that it permits Con- 
gress to define income in such manner as to 
produce an income tax system that will be 
capable of practical administration; that it 
permits Congress to so define it as to insure 
a tax contribution from all increases in wealth 
accruing since the adoption of the amend- 
ment; and that its concept of income permits 
a transaction to be treated as one involving 
the realization of income when this is a just 
and reasonable method for preventing a tax- 
payer from obtaining an unfair advantage 
merely because subsequent events have neg- 
atived the factual basis on which the right to 
a deduction was conditioned. It is, further- 
more, implicit in the propositions set forth 
above that the element of “realization of in- 
come” must have been deemed present in all 
the transactions, or series of transactions, 
summarized by them. For example, the ac- 
cruals basis taxpayer who accrued a deduc- 
tion for a tax from whose payment he was 
relieved by subsequent events, must be deemed 
to have realized income in the year when it 
was finally determined that he would never 
be called upon to pay that tax, despite the 
fact that he received no money or property 
either then or when he took the deduction. 

It is not at all improbable that the Court 
may adopt the same liberal attitude in con- 
struing the expression “derived from” found 
in its definition of i income, that it has adopted 
in construing the meaning of the term “gain” 
as used in that definition. It is not un- 
likely that it could thus revise its concept 
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of “realization” by invoking consideratic: 
of policy or by accepting congressional deg 
sions thereon as beyond review unless clea; 
unreasonable and arbitrary. Resort to co; 
siderations of tax policy has become an x 
cepted procedure when the Supreme Coy; 
has had to define the jurisdictional lim; 
imposed upon states by the due process clay 
of the Fourteenth Amendment. The Sy 
teenth Amendment does not give as swee 
ing an opportunity for the employment of th; 
technique as does the Fourteenth Amen) 
ment, but it does afford some opportunitj 
for it. Since it has already been used by ti 
Court in developing the scope of one of tly 
essential elements in its definition of incom 
within the meaning of the Sixteenth Amen¢ 
ment, there is every likelihood that the Cow 
will use it in developing the meaning of th 
expression “derived from” found in that sam 
definition. And that would mean that con 
siderations of tax policy may become th 
dominant factors in redefining “realizatic: 
of income”. And that, in turn, would mea 
that those factors may become decisive jy 
determining the extent to which the Six 
teenth Amendment permits the taxation ¢ 
stock dividends as income. 


There is the possibility that the presen 
Court may follow the line of reasoning em 
ployed by Mr. Justice Brandeis in his dis 
senting opinion in Eisner v. Macomber. Tix 
basic premise of the most important argu 
ment in this dissent is that a stock dividen 
is a device by which a corporation “can 
without increasing its indebtedness, keep fo 
corporate purposes accumulated profits, ani 
yet, in effect, distribute those profits amon; 
its stockholders”. The second premise of this 
argument is that the Sixteenth Amendmer 
should be liberally construed in favor of the 
taxing power unless there is something in it’ 
language or in the nature of corporate div: 
dends requiring a different approach. Thert 
follows an argument that there is nothing it 
the nature of corporate distributions demané 
ing a strict construction of the Amendment 

The Court is likely to accept the positio 
of Mr. Justice Brandeis that the Sixteent! 
Amendment might well permit Congress t) 
treat corporate shareholders in the same wa} 
in which partners are treated with respe 
to partnership income. In any event, th 
Supreme Court of today is more likely t 
accept the reasoning of the dissent in Eisne 
v. Macomber than it is to follow that of th 
majority opinion in the case. 

It is difficult to escape the conclusion thal 
Eisner v. Macomber will be overruled as soo 
as the issue of its status comes up for dec: 
sion before the Supreme Court. This wil 
happen, not because anything in its decision 
since the case was decided requires that re 
sult, but because of a changed attitude on 1 
part with respect to those constitutional lim 
itations concerned with the protection of in 
dividual property rights. The implication 
of this change in the judicial construction 0! 
the Sixteenth Amendment will depend ups 
the reasons which the Court will urge ™ 
support of its overruling of Eisner v. Mo 
comber. It has been hereinbefore suggestt 
that the case might be overruled on the bas 
of the reasoning of Mr. Justice Brandeis’ dis 
sent. That opinion, as does the dissent in th 
Griffiths case, supports the taxability of stot 
dividends with an argument ultimately bas¢# 
on the theory that the Sixteenth Amendme® 
permits Congress to ignore the corporal 
entity in taxing the shareholder. The and 
ogy of the partnership i is invoked in supp 
of that position. The net result is that Mi 
Justice Brandeis would permit Congress! 
tax the corporate net income directly to tht 
shareholders. And it is fairly arguable th 

the minority in the Griffiths case suppo™ 
that position. 


TAXES—The Tax Magazine 
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STATE TAX CALENDAR 





ALABAMA 
August 1 
Automobile dealers’ reports due. 
August 10—— 


Alcoholic beverage reports due from whole- 
salers, distributors and retailers. 

Automobile dealer’s reports due. 

Oil and gas conservation tax due. 

Tobacco use tax and reports due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 

August 15—— 

Gasoline tax reports due from carriers, 
transporters and warehouses. 

Labricating oils tax reports due from car- 
riers, transporters and warehouses. 

Motor carriers’ mileage tax and reports 
due. 

August 20—— 

Automobile dealer's reports due. 

Coal and iron ore mining tax and reports 
due. 

Gasoline tax and reports due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax and reports due. 


ARIZONA 
August 5—— 
Alcoholic beverage reports due. 
August 15—— 


Gross income tax and reports due. 
Motor carriers’ taxes and reports due. 
Use fuel tax and reports due. 

August 25—— 
Gasoline tax and reports due. 
Motor fuel carriers’ reports due. 


ARKANSAS 
August 10—— 
Alooholic beverage tax and reports due. 
Franchise tax due. 
Natural resources purchase statement due. 
Natural resources severance tax and re- 
ports due. 
August 20—— 
Gross receipts tax reports due. 
Use fuel tax and reports due. 
August 25—— 
Motor fuel tax and reports due. 


CALIFORNIA 
August 1 
Beer and wine tax and reports due. 
Common carriers’ distilled spirits tax and 
reports due. 
Gasoline tax due. 
August 15—— 
Distilled spirits reports and tax due. 
Gasoline tax reports due. 
Personal income tax (second installment) 
due. 
Use fuel tax and reports due. 
August 20—— 
Motor carriers’ gross receipts tax due. 





COLORADO 

August 5—— 

Motor carriers’ tax due. 
August 10—— 

Motor carriers’ reports due. 
August 14—— 

Sales tax and reports due. 

Use tax and reports due. 



















Se 2 ats 
oe 
r= a) eet at et ete em 


Tipit i 















State Tax Calendar 


August 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Service tax and reports due. 
August 25—— 
Gasoline tax and reports due. 


CONNECTICUT 
August 1—— 
Gasoline tax due. 
August 10—— 
Cigarette distributors’ reports due. 
August 15—— 
Gasoline and use fuel tax reports due. 
Motor carriers’ gross receipts tax due. 
Reports and fees due from corporations 
organized between July 1 and Decem- 
ber 31. 
August 20—— 
Alcoholic beverage tax and reports due. 


DELAWARE 
August 15—— 
Filling stations’ gasoline tax reports due. 
Manufacturers’ and importers’ alcoholic 
beverage reports due. 
August 31—— 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax and reports due. 


DISTRICT OF COLUMBIA 
August 1 
Bank gross earnings reports due. 
Gas, electric and telephone company re- 
ports due. 
August 16—— 
Licensed manufacturers’ and wholesalers’ 
beer reports due. 
Licensed manufacturers’, wholesalers’ and 
retailers’ alcoholic beverage reports due. 
August 15—— 
Beer tax due. 
August 25—— 
Gasoline tax and reports due. 








FLORIDA 
August 10—— 
Agents’ cigarette tax reports for preceding 
month due. 


Manufacturers’ and dealers’ alcoholic bev- 
erage tax and reports due. 
August 15—— 
Gasoline sales, use and storage reports and 
taxes due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 
August 31—— 
Motor transportation company taxes and 
reports due. 


GEORGIA 

August 19—— 

Cigar and cigarette wholesale dealers’ re- 

ports due. 

August 15—— 

Malt beverage tax and payment due. 
August 20—— 

Gasoline tax and reports due. 


IDAHO 
August 10—— 
Beer dealers’ reports due. 
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August—Second Monday—— 
Car and railroad company reports due. 
August 15—— 
Electric power company taxes and reports 
due. 
Gasoline tax and reports due. 


ILLINOIS 

August 10—— 

Motor carriers’ mileage tax due. 
August 15—— 

Alcoholic beverage reports due. 

Cigarette tax reports due. 

Public utility reports and taxes due. 

Sales tax and reports due. 
August 20—— 

Gasoline tax and reports due. 

Oil production tax and reports due. 
August 30—— 

Transporters’ gasoline tax reports due. 


INDIANA 
August 15—— 
Fuel use tax report and payment due. 
August 20—— 


Building and loan associations’ intangibles 
tax and reports due. 
Bank and trust company intangibles tax 
report and payment due. 
August 25—— 
Gasoline tax and reports due. 
Carriers’ gasoline tax reports due. 


IOWA 

August 1—— 

Last day to file corporation reports. 
August 10—— 

Beer tax and reports due from class A 

permittees. 

Carriers’ gasoline tax reports due. 

Cigarette vendors’ reports due. 
August 20—— 

Gasoline tax and reports due. 


KANSAS 
August 10—— 
Alcoholic and malt beverage tax and re- 
ports due. 
August 15—— 
Carriers’ gasoline tax reports due. 
Compensating tax and reports due. 
Motor carriers’ gross ton mileage tax and 
reports due. 

































































































































































































































































































































































































































































August 20—— 
Sales tax and reports due. 


August 25—— 
Gasoline tax and reports due. 


KENTUCKY 
August 1—— 
Banks’, trust companies’, and real estate 
title insurance companies’ reports due. 
Corporation reports of stock-and bondhold- 
ers due. 
August 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
August 15—— 


Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re- 
ports due. 
August 20—— 
Oil production tax and reports due. 
August 31—— 


Dealers’ and transporters’ gasoline tax and 
reports due. 


LOUISIANA 
August 1—— 


Public utility taxes and reports due. 
Wholesalers’ tobacco reports due. 


August 10—— 


Importers’ kerosene tax and reports due. 
Importers’ lubricating oils reports due. 
Light wine and beer importers’ reports 
due. 
August 15—— 


Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax (second installment) due. 
Intoxicating liquor manufacturers’ 
dealers’ tax reports due. 
Wholesalers’ tobacco reports due. 
August 20—— 


Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Dealers’ lubricating oils tax and reports 
due. 

Fuel use tax and reports due. 

Light wine and beer manufacturers’ and 
dealers’ tax reports due. 

New Orleans sales and use tax and re- 
ports due. 

Petroleum solvents reports due. 

State sales and use tax and returns due. 

August 31—— 


Last day to pay electricity generation, 
sales, and power use tax. 


and 


MAINE 

August 10—— 

Manufacturers’ and wholesalers’ malt bev- 

erage reports due. 

August 15—— 

Use fuel tax and reports due. 
August 31—— 

Gasoline tax and reports due. 
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MARYLAND 
August 1—— 
Bank share tax due. 
Property taxes assessed by State Tax Com- 
mission due. 
Utilities’ gross receipts franchise tax. 
August 10—— 
Admissions tax due. 
August 30—— 
Motor fuel purchasers’ cargo lot reports 
due. 
August 31—— 
Beer tax and reports due. 
Gasoline tax and reports due. 


MASSACHUSETTS 
August 10—— 
Alcoholic beverage tax and reports due. 
Meals tax and reports due. 
August 15—— 
Cigarette distributor’s tax and reports due. 
August 31—— 
Gasoline tax and reports due. 


MICHIGAN 
August 1—— 
Gas and oil severance tax and reports due. 
August 5—— 
Carriers’ gasoline tax reports due. 
August 10—— 
Common and contract carriers’ 
and fees due. 
August 15—— 
Last day to pay one-half of Detroit city 
taxes without penalty. 
Sales tax and reports due. 
Use tax and reports due. 
August 20—— 
Distributor’s gasoline tax and reports due. 
Gas and oil severance tax and reports de- 
linquent. 
August 31—— 
Last day to pay corporation privilege fee 
and make report. 
Reports of non-profit corporations due. 


reports 


MINNESOTA 
August 1—— 
Railroads’ leased freight car reports due. 
August 10—— 
Brewers’, manufacturers’ and wholesalers’ 
alcoholic beverage reports due. 
August 15—— 
Interstate motor carrier 
report due. 
Railroads’ semi-annual gross earnings re- 
ports due. 
August 23—— 
Diesel fuel reports of sales and purchases 
due. 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 
August 25—— 


Report and tax of dealers in farm tractor 
fuel due. 


s’ mileage tax and 


MISSISSIPPI 
August 5—— 
Factory reports due. 


August 10—— 
Admissions tax and reports due. 
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August 15—— 
Gasoline tax and reports due. 


Manufacturers’, distributors’ and whole- 
salers’ tobacco reports due. 
Retailers’, wholesalers’ and distributors’ 


light wines and beer reports due. 
Sales tax and reports due. 
Timber severance tax and reports due. 
Use tax and reports due. 
August 25—— 
Oil severance tax report and payment due. 
August 31 
Foreign insurance companies’ semi-annual 
premiums tax and reports due. 





MISSOURI 
August 1—— 
Income tax (second installment) due. 
August 5—— 
Non-intoxicating beer permittees’ reports 


due. 

August 15—— 

Alcoholic beverage reports due. 

Retail sales tax and reports due. 
August 25—— 

Gasoline tax due. 
August 31—— 

Gasoline tax reports due. 


MONTANA 
August 15—— 
Brewers’ and wholesalers’ taxes and re- 
ports due. 
Electric company taxes and reports due. 
Gasoline tax and reports due. 
August 20—— 
Crude petroleum producers’, transporters’, 
refiners’ and dealers’ reports due. 
August 29—— 
Telephone company taxes and reports due. 


NEBRASKA 
August 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter tax and reports due. 


and 


NEVADA 


August—First Monday—— 

Property tax (quarterly installment) due. 
August 15—— 

Carriers’ gasoline tax reports due. 
August 25—— 

Dealer’s gasoline tax and reports due. 

Fuel users’ tax and reports due. 


NEW HAMPSHIRE 
August 10—— 
Alcoholic beverage licensee’s reports and 
fees due. 
August 15—— 
Use fuel tax and reports due. 
August 31—— 


Carriers reports of motor fuel deliveries 
due. 


Distributors’ gasoline tax and reports due. 


NEW JERSEY 





August 1 


Bank share tax (quarterly installment) 
due. 


Domestic insurance companies’ premiums 
tax due. 
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Property tax (quarterly installment) due. 


Telephone, telegraph, express, parlor and 
sleeping car, gas and electric light, 
power, and pipe line companies’ gross 
receipts tax due. 

August 10—— 

Excise tax on interstate busses due. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

August 15—— 

Foreign corporations’ 
reports due. 

Manufacturers’, distributors’, warehouse- 
men’s, transporters,’ and distributors’ 
alcoholic beverage taxes due. 

August 20—— 

Retailers’ alcoholic beverage taxes and re- 

ports due. 


August 30—— 
Carriers’ gasoline tax reports due. 
August 31—— 
Distributors’ gasoline tax and reports due. 


franchise tax and 


NEW MEXICO 
August 15—— 
Occupational gross income tax and reports 
due. 
Oil and gas conservation reports due. 
Severance tax and reports due. 
August 20-—— 
Motor carriers’ tax and reports due. 
Pipe line operators license tax due. 
August 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


NEW YORK 
August 15—— 
Transportation and _ transmission 
panies’ additional tax due. 
August 20-—— 
Alcoholic beverage tax and reports due. 
August 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
and returns due. 
August 31—— 
Gasoline tax and reports due. 
Water, gas, electric, etc., company taxes 
and reports due. 


com- 


NORTH CAROLINA 





August 1 

Cigarette distributors’ report due. 

Express, Pullman, sleeping, chair and din- 
ing car and telegraph corporation public 
utility taxes and reports due. 

August 10—— 

Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage tax and re- 
ports due. 

August 15—— 

Sales tax and reports due. 

Last day to make semi-annual reports and 
pay insurance company premiums taxes. 

Spirituous liquor tax due. 

Use tax reports and payment due. 

August 20—— 
Distributors’ gasoline tax and reports due. 


Franchise carriers’ and haulers’ taxes and 
reports due. 





State Tax Calendar 





NORTH DAKOTA 
August 1—— 
Last day for filing domestic corporation 
reports and paying fees. 
August 15—— 
Beer tax and reports due. 
Gasoline tax and reports due. 
Interstate motor carriers’ taxes due. 
August 25—— 
Use fuel tax due. 


OHIO 
August 1—— 

Public utilities’ (except railroads’, street 
railways’ suburban and interurban rail- 
ways’) excise tax returns due. 

August 10—— 

Admissions tax and reports due. 

Cigarette dealers’ reports due. 

Class A and B permittees’ alcoholic bever- 
age reports due. 

August 15—— 

Cigarette use tax and reports due. 
August 20—— 

Dealers’ gasoline tax reports due. 
August 30—— 

Carriers’ gasoline tax reports due. 
August 31—— 

Foreign insurance company premiums tax 
(second installment) due. 

Gasoline tax due. 


OKLAHOMA 





August 1 
Last day for filing affidavit of capital stock 
of foreign corporations. 
Oil, gas and mineral gross production tax 
and reports due. 
August 5— 
Operators’ reports of mines (other than 
coal) due. 
August 10—— 


Airports’ gross receipts tax and reports 
due. 
Alcoholic beverage tax and reports due. 
August 15—— 
Gasoline tax and reports due. 
Sales tax and reports due. 
August 20—— 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel oil tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax and reports due. 
Use tax and reports due. 
August 31—— 
Corporation license tax due. 


Last day to file corporation license tax 
reports. 


OREGON 
August 1—— 

Annual non-profit cooperative association 

franchise tax due. 

August 10—— 

Oil production tax and reports due. 
August 15—- 

Annual corporation franchise tax. 
August 20—— 


Alcoholic beverage excise tax and reports 
due. 


Motor carriers’ taxes and reports due. 
Use fuel tax and reports due. 

August 25—— 

Gasoline tax and reports due. 


PENNSYLVANIA 





August 1 
Last day to file public utility reports and 
Pay taxes. 
Motor carriers’ gross receipts tax and re- 
ports due. 
August 10——- 
Importer’s spirituous and vinous liquor 
reports due. 
Malt beverage reports due. 
August 15—— 
Employers’ returns due on tax withheld 
ya source under Philadelphia Income Tax 
w. 
Manufacturers’ alcoholic beverage tax and 
reports due. 
August 31—— 
Gasoline tax and reports due. 


RHODE ISLAND 

August 1—— 

Tax due on interest-bearing time deposits. 
August 10—— 

— alcoholic beverage reports 

ue. 

Tobacco products tax reports due. 

August 15—— 


Gasoline tax and reports due. 


SOUTH CAROLINA 
August 10—— 
Admissions tax and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file power and use tax return 
and pay tax. 
August 20—— 
Gasoline tax and returns due. 
Special use fuel tax and reports due. 
August 31—— 
Annual schedule and report of railroads 
due. 
Last day for franchise tax reports to be 
filed or corporate charter annulled. —~ 


SOUTH DAKOTA 
August 1—— 
Passenger motor carriers’ tax due. 
August 10—— 
Interstate motor carriers’ taxes and re- 
ports due. 
August 15—— 
Alcoholic beverage sales reports due. 
Carriers’ gasoline tax reports due (tax due 
in 30 days). 
Dealers’ gasoline tax reports due (tax due 
in 30 days). 
Use fue] tax and reports due. 


TENNESSEE 
August 1—— 
Cottonseed oil mill reports due. 


Public utility gross receipts tax and re- 
ports as of July 1 due. 





























































































































































































































































































































































































August 10—— 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
August 15—— 
Use fuel reports due. 
August 20—— 
Distributors’ gasoline tax and reports due. 
Liquid carbonic acid gas reports due, 


TEXAS 
August 15—— 
Oleomargarine tax and reports due. 
August 20—— 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel and use fuel taxes and reports 
due. 
August 25—— 
Carbon black production tax and reports 
due. 


Natural gas production tax and reports 
due. 


Oil production tax and reports due. 
Theatre prize and awards tax and reports 
due. 
August 30—— 
Oil carriers’ reports due. 


UTAH 
August 10—— 
Carriers’ use fuel tax reports due. 
Alcoholic beverage reports due. 
August 15—— 
Use fuel tax and reports due. 
August 25—— 
Distributors,’ retailers’ and carriers’ gas- 
oline tax reports due. 


VERMONT 
August 10—— 
Alcoholic beverage tax and reports due. 
August 15—— 
Electric light and power company taxes 
and reports due. 
August 31—— 
Gasoline tax and reports due. 
Last day for domestic banks to pay semi- 
annual installment of deposits tax. 


VIRGINIA 
August 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
August 20—— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 
August 31—— 
Gasoline tax and reports due. 


WASHINGTON 

August 10—— 

Brewers’, distillers’, manufacturers’ and 

wineries’ alcoholic beverage reports due. 

August 15—— 

Butter substitutes tax and reports due. 

Carriers’ gasoline tax reports due. 

Cigarette wholesalers’ reports due. 
August 20—— 

Butter fat tax due. 

Use fuel tax and reports due. 
August 25—— 

Gasoline and fuel oll reports and tax due. 


WEST VIRGINIA 
August 10—— 
Alcoholic beverage tax and reports due. 
August 15—— 
Sales tax and reports due. 
August 30-—— 
Gasoline tax and reports due. 


WISCONSIN 
August 1—— 
Income tax (second installment) due, 
August 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 
August 15—— 
Freight line railroad gross receipts re- 
ports due. 
August 20—— 
Gasoline and diesel fuel tax and reports 
due. 
August 31— 
Privilege dividends tax due. 


WYOMING 

August 10—— 

Carriers’ gasoline tax reports due. 
August 15—— 

Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 

Wholesalers’ gasoline tax and reports due. 
August 20—— 

Motor carriers’ tax and reports due. 


x * * 


FEDERAL TAX CALENDAR 


August 15—— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
May 31. Forms 1120 and 1121. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended May 31. Forms 1040, 
1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended February 28, with interest at 
6% from May 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended February 28. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax returns due for fiscal 
year ended May 31. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year ended 
February 28. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended Feb- 
ruary 28, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended May 31. Form 1040. 

Last quarterly income-excess profits tax 
payment due for fiscal year ended Au- 
gust 31, 1941. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 


July, 1944 . 


Last quarterly income tax payment due” 
on returns of nonresidents for fiscal 
year ended May 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re 
turns due for fiscal year ended May 31, 
Form 1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for July. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended Febru- 
ary 28. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended February 28, 
Forms 1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
February 28. Form 1120NB. 

Partnership return of income due for fiscal 
year ended May 31. Form 1065. 

Resident foreign corporations and domestic 
corporations with business and _ books 
abroad or principal income from U. §S. 
possessions—returns due for fiscal year 
ended February 28, by general exten- 
sion. Forms 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due for fiscal year ended Feb- 
ruary 28. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended November 30, 1941. Forms 1140B, 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for July. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended No- 
vember 30, 1941. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 


August 21—— 
Monthly information return of ownership 
certificates and income tax to be paid at 


source on bonds due for July. Form 
1012. 


August 31 

Admissions, dues and safety deposit box 
rentals tax due for July. Form 729. 

Excise taxes on electrical energy, tele 
graph and telephone facilities, transpor- 
tation of oil by pipe line, and passenger 
transportation due for July. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for July. Form 726. 

Excise taxes on sales due for July. Form 
728. 


Processing taxes on oils due for July. 
Form 932. 

Retail dealers’ excise tax and returns due 
for July on jewelry, etc., furs and toilet 
preparations. Form 728a. 

Sugar (manufactured) tax due for July. 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and 
gaming devices due for July, if liability 
incurred. Form 11B. 


TAXES—The Tax Magazine 
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